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Mr. STEED, from the Committee on Small Business,

submitted the following

REPORT

SMALL BUSINESS INVESTMENT COMPANY PROGRAM

CHAPTER I. BACKGROUND AND PURPOSE OF HEARINGS

The Subcommittee on Small Business Administration Oversight

and Minority Enterprise, chaired by Representative Joseph P. Ad-

dabbo (D. N.Y.), conducted hearings on July 20, 21 and 22, 1976, to

investigate certain Small Business Administration programs and

activities designed to auginent the availability of capital to small

business concerns.
In addition to Chairman Addabbo, the subcommittee is comprised

of the following members: Representative James M. Hanley (Demo-

crat of New York) ; Representative Fernand J. St Germain (Demo-

crat of Rhode Island) ; Representative Henry B. Gonzalez (Democrat

of Texas) ; Representative Frederick W. Richmond (Democrat of New

York) ; Representative Alvin Baldus (Democrat of Wisconsin) ; Rep-

resentative John Breckinridge (Democrat of Kentucky) • Representa-

tive Thomas J. Downey (Democrat of New York) ; Representative

Tim Lee Carter (Republican of Kentucky) ; Representative William

F. Goodling (Republican of Pennsylvania) ; and Representative Ham-

ilton Fish, Jr. (Republican of New York).
Representative Tom Steed, Democrat of Oklahoma, Chairman of

the full Committee, and Representative Silvio 0. Conte, Republican

of Massachusetts, Ranking Minority Member, are ex officio Members

of the Subcommittee.
Subjects under review during the hearings were the Small Business

Investment Company and the Small Business Lending Company pro-

(1)
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grams, as well as the "SBA Plan for Action" recently submitted to
the Committee Members by Administrator Mitchell P. Kobelinski.
Each of the programs and activities investigated have for their com-
mon theme the use of Government inducements to attract private re-
sources into the Nation's small business community. We therefore
view these and similar efforts to be of paramount concern. If we fail
to leverage private resources for the purpose of redirecting their eco-
nomic impact to small business, we shall relegate the function of our
economy to a select group of dominant business concerns and interests
Our statutes are replete with references to an economy predicated
upon the vitality of small business concerns. The Subcommittee con-
ducted the subject hearings in an attempt to determine the measure by
which certain SBA programs have transformed these expressions ofideals into tangible realities for small business persons. Without ad-dressing the problems associated with capital formation all other ef-forts geared to advance the-position of small business are rendered ofspeculative value.
Circumstances strongly suggest that the SBIC program be affordeda priority of concern by this Committee. Consequently, this report isexclusively devoted to that subject.

CHAPTER II. SUMMARY OF TESTIMONY

In his opening statement Chairman Addabbo commented, "TheSubcommittee is mindful that the investment policies and practicesof SBICs are not uniform. In fact, we believe that no one SBIC maybe labeled as 'typical.' We further realize that the venture capital'industry,' if it may be legitimately called an industry, often escapesprecise definitional boundaries." In recognition of these considerationsthe Subcommittee actively solicited and received testimony from arather divergent group of interested parties.
Relative to the SBIC and MESBIC program (for the purposes ofthis report the term "MESBIC" and "section 301(d) licensee will beused interchangeably) testimony was received from: The Small Busi-ness Administration, by its Administrator, Mitchell P. Kobelinski ;Dr. John L. Komives, President of Lakeshore Group, Ltd.; FNCBCapital Corporation, the largest SBIC in the program, by its Presi-dent, Russell L. Carson; Schooner Capital Corporation, representedby its President, Vincent J. Ryan; John 0. Flender, Treasurer ofM.I.T. Development Foundation Inc.; Pennsylvania Growth Invest-ment Corporation

' 
by William 
Foundation,

 Tritsch, Executive Vice Presidentand Director; the National Association of Small Business InvestmentCompanies, by its President, David Engelson; the Office of MinorityBusiness Enterprise, Department of Commerce, by its Director, AlexArmendaris; Dr. Kenneth E. Knight, Professor of Management, Uni-versity of Texas at Austin; Gulf South Venture Corporation, repre-sented by Robert P. Aulson III, President, Chief Executive Officerand Director; CEDCO Capital Corporation, by Joseph W. Miller,General Manager; the American Association of Minority EnterpriseSmall Business Investment Companies, by Walter W. Durham, Presi-dent and Reginald F. Lewis, General Counsel; and Space Ventures,Incorporated, which did not appear at the hearings but which offereda statement for the record by its President, M. R. Da,hn.
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The Subcommittee believes that the testimony elicited adequately
represents the spectrum of views to be considered and summarized that
testimony as follows:

THE NEED FOR VENTURE CAPITAL AND THE CONGRESSIONAL RESPONSE

The term "venture capital" is used to describe a type of investment
which is distinguishable from the common form of debt financing ob-
tainable through banks or similar types of financial institutions or
equity financing available through traditional public underwritings.
It is ' a term which is used , without definitional constraints to
describe a variety of investment activities. In fact, the Small
Business Investment Act of 1958 speaks in terms of venture
capital but it also fails to achieve any adequate degree of specificity.
Section 303(b) states in part, "For the purposes of this subsection, the
term 'venture capital' includes such common stock, preferred stock, or
other financing with subordination or nonamortization characteristics
as the Administrator determines to be substantially similar to equity
financing."
Evidently, this statutory statement could not have been reasonably

intended as an all inclusive listing of "things" which are venture capi-
tal, even if venture capital could be .defined in Such terms, It is appar-
ent, however, that the SBA was to provide the operating, guidelines.
Pursuant to its rulemaking authority SBA has promulgated the fol-
lowing which appears at Title 13, Code of Federal RegulatiOns, Sec-
tion 107.202 :

(b) "Venture Capital Financing" shall mean:

(1) Common and preferred stock and equity securities
as defined in § 107.302.(b.) (2) with no repurchase require-
ment for five years, except as may be specifically ap-
proved by SBA under § 107.901 for purposes of relin-
quishing control over a small concern.
(2) Any right to purchase such stock or equity securi-

ties.
(3) Debentures or loans (whether or not convertible or

having stock purchase rights) which are subordinated
(together with security interests against the assets of
the small concern) by their terms to all borrowings of the
small concern from other institutional lenders, and have
no part amortized during the first three years.

To read this definition one would believe that venture capital is

nothing more than either a present or future equity interest or a

subordinated debt. But the testimony clearly indicated that venture

capital is a function of risk. In fact, Dr. Knight and his associate,

Mr. Dorsey, stated that as much as 15% of all venture capital is lost

to the investor. The type of security, by itself, is not a conclusive in-

dication of the risk involved. This, by necessity, will vary with the

peculiar financial condition of each potential investee. While it is gen-

erally true that eauity and subordinated debt are risk investments,

this is not, obviously, a universal tenet.
There is little doubt that the true venture capitalist would accept

a risk that is unacceptable to a bank or similar type of financial institu-

H. Rept. 1633, 94-2-2
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tion. Since the potential yield on investment is a function of risk, we
must assume that the venture capitalist (unlike a banker) expects that
high return on a particular investment will more than offset losses
which are also expected to be sustained on several other investments.
From the testimony, therefore, we are advised that venture capital
is high risk capital which is typically unavailable through public un-
derwritings, or from the traditional banking community or similar
institutions and which is invested with full knowledge that it is, at
best, a calculated chance.
As can be expected, there is no readily ascertainable formula where-

by the Subcommittee can determine the precise need for venture capital
over a certain time span. FNCB Capital Corporation, a wholly owned
subsidiary of Citicorp, estimates that between $250 million to $500 mil-
lion of "venture capital financing as common stock or equity oriented
financing as opposed to debt financing" is needed per year. When Chair-
man Addabbo asked the SBA what they believe the need for venture
capital is, Mr. John Wettach, Associate Administrator for Finance
and Investment, stated:

There have been a lot of studies.. . . Data Resources, Inc.,
shows an investment need of $4.4 trillion through 1985, of
which $2.9 trillion is business fixed investment. The New York
Stock Exchange study, which created a lot of interest a few
years ago, showed a $4.7 trillion . . . need through 1985.
Brookings has a different figure. They claim. . . $2.0 trillion
(is) needed for the rest of the seventies. But all of these figures
are subject to a different interpretation—what they define as
the need.

Of course, there is no method whereby the Subcommittee can deter-
mine what percent of the investment need, however defined, can be
satisfied through the banking community, or through traditional pub-
lic underwritings or, for that matter, through sources of venture capi-
tal. But, regardless of the uncertainty regarding specifics, there is gen-
eral agreement of one fact. As stated by Mr. ''Wettach, "There is no
question . . . that business, and especially small business, in our
opinion is going to have a dramatic need for equity and venture capital
over the next ten years."
Given the unanimous agreement of all witnesses that there is, in

fact, a "dramatic" need for venture capital, the Subcommittee's sub-
sequent inquiry was intended to elicit the sources of such financing
available to the small business person. According to FNCB Capital
Corporation, there is no organized venture capital industry "but
there is an industry which consists of some of the larger SBICs, plus
members of the National Venture Capital Association, plus a num-
ber of private families who," FNCB believes, "constitute what amounts
to an informal venture capital industry. This industry has about 200
participants in it, and has assets of approximately $2 billion." Others
claim this industry is considerably larger. For example, Dr. Komives
of Lakeshore Group Ltd., estimates that "there are some 600 equity
financing firms available for growth oriented smaller enterprises."

1 The Subcommittee assumes that Dr. Komives equates the term "equity financing firms"
with "venture capital firms."
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The Subcommittee notes that while these firms have venture capital
financing as a common purpose, there is great diversity in both their
operation and emphasis. For example, Dr. Komives and Dr. Knight
told of specialty type firms in the industry which restrict their financ-
ings to a particular type of business such as high technology, food re-
tailing, oil and gas drilling, medical technology or franchise
operations.
According to Administrator Kobelinski there are three principal

sources of venture capital for small business. These are the private in-
vestment companies (non-SBICs) , private savings of the individual
business person ( perhaps the "greatest" source of venture capital) and
the SBICs, the subject of this report.
In 1958 Congress responded in part to the enunciated need of small

buisness for additional sources of venture capital. In that year Con-
gress passed the Small Business Investment Act which has for its
stated objective the following:

It is declared to be the policy of the Congress and the pur-
pose of this Act to improve and stimulate the national econ-
omy in general and the small business segment thereof in par-
ticular by establishing a program to stimulate and supple-
ment the flow of private equity capital and long-term loan
funds which small-business concerns need for the sound fi-
nancing of their business operations and for their growth,
expansion, and modernization, and which are not available
in adequate supply : Provided, however, That this policy shall
be carried out in such manner as to insure the maximum par-
ticipation of private financing sources.
It is the intention of the Congress that the provisions of this

Act shall be so administered that any financial assistance pro-
vided hereunder shall not result in a substantial increase of
unemployment in any area of the country. (15 U.S.C. § 661.)

While the statement of policy quoted above does not indicate a
preference of equity over debt, subsequent sections of the Act im-
plicitly do so. A comparison of Sections 304 and 305 makes this evi-
dent. Section 304 reads in relevant part:

It shall be a function of each small business investment com-
pany to provide a source of equity capital for incorporated
and unincorporated small-business concerns, in such manner
and under such terms as the small business investment com-
pany may fix in accordance with the regulations of the Ad-
ministration. (Emphasis supplied.)

Section 305, on the other hand, deals with long-term debt, and states
in relevant part:

Each company is auth,orized to make loans, in the manner
and subject to the conditions described in this Section, to in-
corporated and unincorporated small-business concerns in
order to provide such concerns with funds needed for sound
financing, growth, modernization, and expansion. (Emphasis
supplied.)

As is evident, it is an unequivocal function of each SBIC to provide
a source of equity capital for small business, but that a SBIC is merely
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authorized to make loans. By the statutory language it appears that
the latter type financing is of subordinate importance to the framers
of the statute.

It should also be noted that Section 305(e) states, "Any loan made
-under this Section shall be of such sound value, or so secured, as rea-
sonably to assure repayment." The obvious indication, therefore, is
that the straight debt permitted under the statute is not in the nature
of venture capita1.2 It is evident that the statute considers equity to
be equivalent to venture capital (whether or not this is true in actual-
ity) and that straight debt financing is an adjunct to this function to
be used in limited circumstances.
Some SW's implicity agree that equity as opposed to debt is the

focus of their statutory mandate. As stated by FNCB Capital Cor-
poration., "To the extent that the SBIC.industry is making debt rather
than equity its predominant mode of investment it is deviating from
its intended purpose of assisting small companies to grow and become
stable economic entities." ,

While all SBICs are mandated to assist small business, MESBICs
are intended to Service a specialized need. In the late 1960's, the Presi-
dent's Advisory Council on Minority Business Enterprise viewed the
SBIC program as an appropriate mechanism to channel financial and
management 'assistance to minority business persons. SBA thereafter
started to license' .a special class of SBICs known as MESBICs. The
first MESBIC was licensed in 1969. "At that time," explained OMBE's
Directors Alex Armendaris, "a goal of 100 MESBICs was established,
each to be sponsored by a major corporation which would provide a
one-time $150,000 in capital funds, and $50,000 per year in overhead
coverage for staff, office, travel, etc." By 1972, 24 MESBICs were
licensed and in that same year Congress gave the MESBIC program
statutory existence. Public Law 92-595 amended the Small Business
Investment Act by adding a new Section 301 (d) which reads as
follows:

Notwithstandinc, any other provision of this Act, a small
business investment company, the investment policy of which
is that its investments will be made solely in small business
concerns which. will contribute to a well-balanced national
economy by .facilitating ownership in such concerns by per-
sons whose participation in the free enterprise system is
hampered because of social or economic disadvantages may be
organized and chartered under State business or nonprofit
corporation statutes, and may be licensed by the Administra-
tion to operate under the provisions of this Act.

While the President's Council spoke in terms of minority business,
the Congress elected to broaden the delineation to embrace all "social-
ly or economically disadvantaged" persons. According to SBA Policy
and Procedural Release No. 2017, dated July 1976, a MESBIC must
undertake the following analysis to determine the eligibility of those
small businesses seeking its financing:

2 The Subcommittee is at a loss to reconcile the statutory language of § 305(e) with
SBA's regulation, 13 CPR § 107. 202(b) (3), which defines venture capital financing to
Include subordinated debt when, by the terms of the statute, that debt must have a reason-
able assurance of repayment.
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V. PROCEDURES RELATING TO ELIGIBILITY DETERMINATIONS OF

DISADVANTAGED BUSINESSES

In determining whether small business concerns are socially
or economically disadvantaged, reliance should not be placed
upon a single factor, but on a composite of such factors as the
social or economic background of the principal owners, con-
trolling individuals and managers of the concern, along with
the general pattern of their life, opportunities and education
which have prevented them from obtaining financial or other
assistance available to the average entrepreneur in the eco-
nomic mainstream. Such persons may often include, but are
not limited to Negroes, Indians, Eskimos, Aleuts, and persons
of Mexican, Puerto Rican, Cuban, Filipino, or Oriental ex-
traction. In determining whether the owners of small business
concerns are "disadvantaged," consideration may be given to
the following factors:

(a) low income;
(b) unfavorable location such as urban ghettos or de-

• pressed rural areas and areas of high unemployment or
under-employment;
(c) limited education;
( d) physical or other special handicap;
(e) inability to compete effectively in the marketplace

because of prevailing or past restrictive practices; and
(f) Vietnam era service in the Armed Forces, or such

other factors as contribute to a disadvantaged condition
in the ordinary (dictionary) meaning of that word: lack-

• ing in basic resources or conditions necessary to an equal
society.

The impact of the SBIC and MESBIC program on the total de-

mand for capital has been relatively slight. Administrator Kobelinski

stated •
* * * if we relate the financing disbursements of SBICs in
any year to the total funds raised in the nonfinancial business
sector in that same year (after first adjusting to 1972 purchas-
ing power) , the data indicate that the SBIC's impact on or

share of the total funds flow has deteriorated * * * . In 1967
the SBIC's disbursements accounted to 4/10 of 1% of the total

funds raised in the nonfinancial business sector while in 1975
those disbursements were down to 3/10 of 1% of those funds

in that year.

With specific reference to equity capital needs, Administrator Kobe-

linski concluded, "At best, SBICs have provided only a small tribu-

tary in the total flow of equity capital in the United States."

The authors of the Small Business Investment Act were also hopeful

that, as explained by SBA, "The SBICs would be countercyclical in

order to provide small business with the greatest portion of equity

funds during periods of major economic decline and need." But, SBA

continued, "the practicable incentives to allow SBICs to finance in

this cyclical method were not provided by the Act." This observ
ation

was readily verified by FNCB Capital Corporation which describ
ed
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the present SBIC industry as "highly cyclical, moving with the
economy and the stock market. * ""
The business form which an SBIC or MESBIC may take is specified

in the statute. A regular SBIC may be an incorporated body or a lim-
ited partnership ( § 301 ( a) ) . A MESBIC, on the other hand, must be
a corporation and may be incorporated as a nonprofit organization
(§ 301(d)).
Pursuant to Section 302(b) of the Act, an SBIC or MESBIC, may

be wholly owned by a national bank or other member banks of the Fed-
eral Reserve System. Nonmember insured banks are eligible to pur-
chase SBIC or MESBIC stock to the extent permitted under appli-
cable state law. The statute further provides, however, that "in no
event may any such bank acquire shares in any small business invest-
ment company if, upon the making of that acquisition, the aggregate
amount of shares in small business investment companies then held by
the bank would exceed five percent of its capital and surplus."
This bank ownership provision is found quite attractive by some

banking institutions.3 FNCB Capital Corporation, which is wholly
owned by Citicorp, explained, "Our original interest in the SBIC pro-
°Tam stemmed from it being the only legal manner by which Citicorp
could enter the venture capital investment business." Banks cannot
lawfully finance businesses through the direct acquisition of equity
interests and, therefore, the SBIC program, we are told, is an avail-
able method whereby such institutions can "extend the range of finan-
cial services" to its business customers.
A person or organization wishing to form a SBIC or MESBIC

must make application to the SBA for a license. Applications sub-
mitted must be accompanied by a $500 "processing fee." Thereafter
SBA will publish notice of the license application in the federal Regis-
ter to provide an opportunity for the submission of written comments.
The information contained in the notice includes "the name and loca-
tion of the proposed Licensee, its areas of operation, the names and ad-
dresses of its officers, directors, and owners of ten or more percent of
its voting stock." (13 C.F.R. § 107.103) The prospective licensee must
also certify to the SBA that it has published a similar notice "in a,
newspaper of general circulation in the city or proposed areas of op-
eration." Once a license is issued it cannot be transferred or voluntarily
surrendered without SBA's prior written approval (13 C.F.R.
§§ 107.104 and 196.105). In addition, there are certain circumstances
whereby SBA can initiate proceedings to revoke or suspend a license.
The grounds upon which such action may be taken are specified in
Section 309(a) of the Act:

REVOCATION AND SUSPENSION OF LICENSES

SEC. 309. (a) A license may be revoked or suspended by the
Administration—

(1) for false statements knowingly made in any writ-
ten statement required under this title, or under any
regulation issued under this title by the Administration;

3 The Small Business Investment Act Amendments of 1967 (P.L. 90-104) provided,
emong other things, that bank ownership of 'SBICs was limited to 49% of "any class of
Toting shares." This provision was recently repealed by P.L. 94-305, June 4,1976.
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(2) If any written statement required under this title,
or under any regulation issued under this title by the Ad-
ministrator, fails to state a material fact necessary in
order to make the statement not misleading in the light of
the circumstances under which the statement was made;
(3) for willful or repeated violation of, or willful or

repeated failure to observe, any provision of this Act;
(4) for willful or repeated violation of or willful or

repeated failure to observe, any rule or regulation of the
Administration authorized by this Act; or
(5) for violation of, or failure to observe, any cease

and desist order issued by the Administration under this
section.

According to testimony received by the Subcommittee from the SBA,
the agency evaluates three basic elements when considering an appli-
cation for license. First, SBA will consider "a plan of action" sub-
mitted by the applicant which will contain the particular "thrust" of
the organization, that is, the clients it wishes to serve and the market-
ability of the financial services proposed to be rendered. Secondly, the
agency conducts a review of the financial resources of the prospective
licensee, the amounts of private capital involved, as well as its source
and possible conditions attached to its future expenditure. Lastly,
SBA will carefully review, we are advised, the management skills and
background of those individuals who own and will operate the orga-
nization. SBA's close scrutiny of personnel qualifications is cited by
the agency as "one reason (why) the application process is lengthy."
The licensing activity of the SBA is summarized in the following

Exhibit:
EXHIBIT I

SBA LICENSING ACTIVITY OF REGULAR SBIC'S AND SEC. 301(d) LICENSEES (MESBIC'S)

Calendar year I

Sec. 301(d) SBIC's Regular SBIC's Total

Private
Number capital Number

Private
capital Number

Private
capital

1959 62 NA 62 NA
1960 113 NA 113 NA
1961 273 NA 273 NA
1962 216 NA 216 NA
1963 65 NA 65 NA
1964 49 NA 49 NA
1965 8 $4, 524, 500 8 $4, 524, 500
1966 8 4, 312, 700 8 4, 312, 700
1967 11 18, 513, 500 11 18, 513, 000
1968 $350,000 7 14, 263, 895 8 14, 613, 895
1969 400,000 8 10, 637, 049 10 11, 037, 049
1970 1 3, 541, 116 6 7, 418, 000 25 10, 959, 116
1971 2 6, 817, 000 6 2, 004, 000 28 8,821, 000
1972 1 4, 982, 102 8 3, 572, 949 22 8, 555, 051
1973 1 4, 933, 412 9 4, 462, 650 22 9, 396, 062
1974 1 4, 600, 070 16 17, 002, 840 26 21, 602, 910
1975 1 6,092, 502 16 10, 075, 000 29 16, 167, 502
1976 (March) 1, 297, 567 2 507,000 6 1, 804, 657

Total 9  883 981  

I Data prior to 1965 is unreliable with respect to private capital size at time of licensing.
NA: Not available.

Since the inception of the program through March 1976, a total of
981 licenses have been issued, 883 for regular SBICs and 98 for
MESBICs. As of July 31, 1976, there were 347 active licensees of
which 81 are MESBICs and 266 regular SBICs.
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The capital requirements prerequisite to the granting of a SBIC
license are only generally specified in the statute. The subject pro-
visions are found in Section 302 (a) :

Each company authorized to operate under this Act shall
have a combined private paid-in capital and paid-in surplus
in an amount (1) not less than $150,000, and (2) adequate to
assure a reasonable prospect that the company will be oper-
ated soundly and profitably, and managed actively and pru-
dently in accordance with its articles.

Administratively SBA has set a minimum of $500,000 for the pri-
vate paid-in capital requirement of regular SBICs. MESBICs, on the
other hand, will be licensed at the $150,000 level even through SBA
strongly discourages "smaller capital situations."
Pursuant to rules and regulations SBA also imposes a restriction

on the use of borrowed funds by persons wishing to invest in an SBIC
or MESBIC. The restriction is found in 13 C.F.R. § 107.101 (e) :

Shareholders owning ten or more percent of any class of
Licensee's stock may not use borrowed funds in purchasing
said stock, unless the net worth of such shareholders is at least
twice the amount borrowed, or unless such shareholder ob-
tains SBA's prior written approval of a lesser ratio on the
grounds that it is adequate in light of all the circumstances."

As a general proposition private paid-in capital must consist of
cash or eligible Government securities and cannot consist of borrowed
funds.
SBA Financing of SBICs and MESBICs
The Small Business Investment Act authorizes the SBA to, in

effect, finance or facilitate the financing of SBICs and MESBICs. Pur-
suant to. Section 303 of the Act, when a SBIC or MESBIC cannot ob-
tain necessary funds from private sources on reasonable terms, SBA
is authorized to either purchase or guarantee SBIC or MESBIC
debentures. These debentures are generally subordinate obligations
and can be issued for a term not to exceed 15 years. Additionally, in the
case of MESBICs only, SBA is authorized to purchase a certain
amount of their nonvoting preferred stock which, by the terms of the
statute, bear a three percent per annum cumulative dividend. The
purchase price of these preferred stocks is set at par value and, in any
one sale, must be $50,000 or more.
The amount of financing provided by or through the SBA is depend-

ent upon the private paid-in capital of the concerned SBIC or MES'
BIC. The fiancing is, therefore, referred to as "leverage." Regular
SBICs with a private paid-in capital of less than $500,00may qualify
for three dollars of leverage for every dollar of private paid-in
capital. Those regular SBICs with private paid-in capital in excess
of $500,000 may qualify for a fourth dollar of levepage if "65 per
centum or more of its total funds available for investment in small busi-
ness concerns (is) invested or committed in venture capital" financ-
ings. 4 (Section 303(b) (2) ). According to the regulations, 13 C.F.R.
§ 107.202 (c) , the term "total funds available for investment shall
mean ninety percent of the sum of total current assets and loans and
investmerits in a cost basis net of current maturities . . ."

4A definition of "venture capital financing" is defined, supra p. 3.
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The leverage provisions pertaining to MESBICs are somewhat
more complex.
The amount of preferred stock which may be purchased by the

•SBA is fixed by Section 303(c) of the Act. The amounts purchased
and outstanding at any one time cannot exceed:

(A) from a company having combined private paid-in
• capital and paid-in surplus of less than $300,000 and licensed

on or before October 13, 1971, the amount of combined private
paid-in capital and paid-in surplus invested after such date,
nor
(B) from any company having combined paid-in capital

and paid-in surplus of $300,000 or more but less than $500,000,
the amount of its combined private paid-in capital and paid-
in surplus in excess of $300,000, nor
(C) from any company having combined private paid-in

capital and paid-in surplus of $500,000 or more, the amount
of its combined private paid-in capital and paid-in surplus.

SBA may also purchase or guarantee MESBIC debentures. For
MESBICs with less than $500,000 of private paid-in capital SBA may
purchase or guarantee MESBIC debentures in an amount not to
exceed 300% of its private paid-in capital less the amount of pre-
ferred stock outstanding pursuant to one of the three formulas men-
tioned above and for MESBICs with a private paid-in capital in
excess of $500,000 the total leverage, including preferred stock cannot
exceed 400%. However, in order to qualify for the fourth dollar of
leverage the MESBIC must have at least 30% of its total funds avail-
able for investment invested or committed to be invested in venture
capital financings.°
It should also be noted that the statute places a $35,000,000 limita-

tion on the total amount of debentures of any one regular SBIC
which may be purchased or guaranteed by SBA. But, there is no simi-
lar dollar ceiling applicable to SBA's purchase or guarantee of
MESBIC securities. In any event, according to testimony received
from NASBIC, there are only about six regular SBICs which, at
present, could theoretically reach this ceiling if fully leveraged.
As is evidenced by the following exhibits, through the leverage

provisions of the Small Business Investment Act, SBICs and
MESBICs have, on the average, more than doubled their capital.

EXHIBIT II

OBLIGATIONS TO SBA BY PRIVATE CAPITAL SIZE DISTRIBUTION-REGULAR SB1C's

fAs of Mar. 31, 19761

Private capital size classification
Number of

SBIC's
Private
capital

Obligations
to SBA

Total
capital

$300,000 or less 53 $11,465,111 $13,698,934 $25,164,095
$330,001 to $1,000,000 125 61,732,294 89,632,538 154,361,832
$1,000,001 to $5,000,000 70 148,060,696 242,371,893 390,435,589
$5,000,001 and over 15 174,299,097 124,750,034 299,049,131

Total _ 263 398,557,198 470,456,449 869,013,647

5 There are spedal leverage provisions applicable to MESBICs regarding tfi-eir use of
nonprivate funds, see 13 C.F.R. § 107.101(d) (2).

H. Rept. 1633, 94 2-3
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EXHIBIT III

OBLIGATIONS TO SBA BY PRIVATE CAPITAL SIZE DISTRIBUTION—MESBIC'S (SEC. 301(d) SBIC's)

[As of Mar. 31, 19761

Private capital size classification
Number of

SBIC's
Private
capital

Obligations
to SBA

Total
capital

$300,000 or less 28 $5,763,465 $5,563,200 $11,326,665
$300,001 to $1,000,000 46 28, 124,079 32,760,957 60,885,036
$1,000,001 to $5,000,000 5 5,623,898 6,778,735 12,402,633
$5,000,001 and over _ 0 0 0 0

Total 79 39,511,442 45,102,892 84,614,334

Includes $23,413,700 preferred stock.

The statutory provisions which allow the maximum four to one lev-
erage in the case of venture capital SBICs were signed into law by the
President on June 4,1976. (P.L. 94-305). Prior to that time the maxi-
mum leverage for venture capital SBICs was set at three to one. Of
course, it is too early to assess the impact of these new provisions. How-
ever, it is of interest to note the leverage potential under both the
former and present statutory limitations.

EXHIBIT IV

REGULAR SBIC LEVERAGE POTENTIAL

[Dollar amounts in thousands]

Total eligibility Total remaining
eligibility

New legislation $1,323,991.0 $853,534. 7
Old legislation 926,264.7 455,808. 4

Net effect 397,726.3 397,726. 3

1 Assumes all companies with private capital greater than or equal to $500,000 will qualify as venture capital SBIC's.

DISTRIBUTION OF UNUSED LEVERAGE

New legislation Old legislation

Percent eligibility unused Number Percent Number Percent

0 to 19.9 0 0 74 28.1
20 to 39.9 50 19. 0 68 25. 9
40 to 59.9 107 40.7 47 17.9
60 to 79.9 47 17.9 27 10. 2
80 and up 59 22.4 47 17.9

Total 263 100.0 263 100.0

EXHIBIT V

MESBIC (SEC. 301(d)) SBIC LEVERAGE POTENTIAL

[Dollar amounts in thousands]

Total eligibility Total remaining
eligibility

New legislation $148,971.9 $103,869.
Old legislation 109,460.5 64,357. 6

Net effect 39,511.4 39,511.4

1 Assumes all companies with private pital greater than or equal to $500,000 will qualify as venture capital SBIC's.
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DISTRIBUTION OF UNUSED LEVERAGE

New legislation Old legislation

Percent eligibility unused Number Percent Number Percent

0 to 19.9 
20 to 39.9 

0
9

0
11.4

9
12

11.4
15.2

40 to 59.9 13 16. 5 17 21. 5
60 to 79.9 38 48. 1 26 32. 9
80 and up 19 24.0 15 19.0

Total 79 100.0 79 100.0

Reference to the enabling legislation does not produce a ready answer
for SBA disposition of SBIC or MESBIC securities.
According to testimony received by the agency, SBA has not pur-

chased the debentures of regular SBICs since 1970. At present, such
debentures are guaranteed "100 percent by the SBA ( with the full
faith and credit of the United States backing it with timely semi-
annual interest payments assured)" and are then initially sold to the
Federal Financing Bank, an entity of the United States Department
of the Treasury. While the statute allows a term not to exceed 15 years,
because of economic circumstances, a ten year term is much more com-
mon. Further, by the terms of the guarantee agreement, there are no
prepayment provisions which accrue to such indebtedness.
Such debentures bear an interest rate which is specified in Section 303

(b) of the Act. The section provides, in relevant part:

Such debentures * * * shall bear interest at a rate not less
than a rate determined by the Secretary of the Treasury tak-
ing into consideration the current average market yield on out-
standing marketable obligations of the United States with
remaining periods to maturity comparable to the average
maturities on such debentures, adjusted to the nearest one-
eighth of 1 percentum, plus such additional charge, if any,
toward covering other costs of the program as the Adminis-
tration may determine to be consistent with its purposes.

Although the base interest rate on SBIC and MESBIC debentures
are formulated on the basis of the same statutory provision quoted
above, the rates are, in fact, determined differently. For regular SBICs
rates are based on a spot Treasury new issue rate plus one eighth of one
percent for Federal Financing Bank administration. Specifically, this
method operates in the following way: on each Wednesday of the third
full week of each month SBA will offer its guaranteed SBIC deben-
tures to the FFB. The Department of the Treasury will then look to
the bond market and obtain the Treasury yield curve of comparable
maturities listed for the preceding day. Added to this is a new issue
premium (which is subjectively determined) plus one-eighth of one
percent for FFB administration. In June 1976 the rate on regular
SBIC debentures, of a ten year term, was 8.025%. From 1970 to the
present the weighted rate for all guaranteed SBIC debentures has
ranged between 7.0% and 8.1%.
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EXHIBIT VI

SBA LEVERAGE BY WEIGHTED INTEREST RATE, REGULAR SBIC's

Calendar year

Number Weighted
of Amount interest rate

SBIC's (thousands) (percent)

1970 139 $59, 566. 2 7.285
1971 93 53, 000. 0 7.375
1972 49 38, 560. 0 7.000
1973 85 116, 820. 0 7.317
1974 44 42, 300.0 8. 122
1975 55 41, 525. 0 8.061
1976 (through June) 13 9, 510. 0 7.946

I SBA leverage including applicable interest rates are not readily available prior to 1970. The amounts included herein
total $351,800,000 or 75 percent of the outstanding SBA leverage to operating SBIC's. We estimate that the interest rate on
leverage furnished by SBA prior to 1970 is slightly below 6 percent per annum.

By virtue of Section 317 of the Act the SBA can purchase MESBIC
debentures which, during the first five years of the term of such se-
curity, bear an interest rate which is the greater of either three percent
or three percentage points below the interest rate determined under
Section 303 (b) quoted previously. Because of this special purchase con-
sideration, the Secretary of the Treasury determines the interest rate
on such debentures differently than if called upon to purchase them
as is the case with the debentures of regular SBICs. Here the Secre-
tary of the Treasury will, on a monthly basis, send SBA a list of
rates, for the previous month, of United States obligations of three,
five, seven and ten year maturities. SBA will purchase the MESBIC
debenture at a rate equal to the Treasury rate listing of United States
obligations of comparable maturities. The three point differential
specified in Section 317 is then applied to this rate for the first five
years of the term.

Since 1970 the weighted interest rate of all SBA leverage provided
to MESBICs is represented in the following exhibit:

EXHIBIT VII

SBA LEVERAGE BY WEIGHTED INTEREST/DIVIDEND RATE (PERCENT), SEC. 301(d) SBIC's

Calendar year

Weighted'
Number interest/

of Amount I dividend
SBIC's (thousands) rate (percent)

1970 3 $1, 000. 0 4.250
1971 5 1, 550. 0 3.137
1972 5 2, 280. 0 3.000
1973 27 12, 260. 4 3.851
1974 34 15, 177. 9 3.426
1975 22 10, 284. 5 3.528
1976 (through June) 9 4, 300. 0 3.260

1 Includes Preferred stock purchase.
2 At time of disbursement for first 5 years of term assuming earnings available for preferred stock dividends.

As is evidenced in the following exhibit, the predominant mode of
MESBIC leverage is in the form of equity rather than debt:
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EXHIBIT VIII

SBA PURCHASE OF MESBIC (SEC. 301(d) SBIC'S) DEBENTURES AND PREFERRED STOCK

Preferred stock
purchases Debenture purchases Total

Calendar year Amount Percent Amount Percent Amount Percent

1970_  0 $1, 000, 000 100.0 $1, 000,000 100
1971_  0 1, 550, 000 100.0 1, 550,000 100
1972_  0 2, 280, 000 100.0 2, 280,000 100
1973_  $1, 520, 50 12.4 10, 739, 957 87.6 12, 260,457 100
1974_  9, 678, 20 63.8 5, 499, 700 36.2 15, 177,900 100
1975_  7, 410, 00 72.0 2,874, 535 28.0 10,284,535 100
1976 (through June) 3, 500, 000 81.4 800, 000 18. 6 4, 300,000 100

The statutory provisions which grant MESBICs special financing
from the SBA are accompanied by a number of constraints which are
found objectionable to most participating MESBICs.

Section 317 of the Act, which allows a reduced interest rate on
MESBIC debentures for the first five years of the terms, also specifies
that a MESBIC receiving this benefit cannot make any distribution
to its stockholders ( other than SBA) unless it first pays to SBA
the difference between the special Section 317 rate and the normal
rate computed by Section 303(b) .8 Further, SBA does not interpret
this Section 317 as granting a pure subsidy of the interest rate for
the first five years but requires the repayment of the difference between
the Section 317 special rate and the Section 303(b) normal rate before
the expiration of the term of the debenture. Testimony from OMBE,
therefore, correctly characterized the Section 317 provisions as grant-
ing a deferral and not a subsidy which is repayable either at the
time a MESBIC pays a dividend (or other distribution) to its stock-
holders or during the last year of the debenture, "whichever shall come
first."

Similarly, the provisions referring to SBA's purchase of preferred
stock have aroused considerable controversy.

Section 303(c) provides that upon liquidation or redemption of the
preferred stock SBA "is entitled to the preferred payment of the par
value of such securities." There is general agreement as to the need for
this provision. However, the section continues, "and prior to any dis-
tribution (other than to the Administration) the Administration may
require the preferred payment of the difference between dividends paid
thereon and cumulative dividends payable at a rate equal to the inter-
est rate determined pursuant to Section 303(b) for debentures with
a term of fifteen years, without interest on such difference." (Empha-
sis supplied.)
The term "may require" has raised considerable uncertainty among

MESBICs as to when the provisions of this section will be employed.
SBA's regulation, 13 C.F.R. § 107.205 (a) (2) (i), does not remedy the
situation:

• (2) SBA's rights-(i) Payment of dividendR to SBA. Sub-
ject to the sound discretion of the board of directors, SBA
shall be paid from retained earnings an annual three percent
dividend on the par value of its preferred securities. Such

6 See discussion supra, p. 13 et seq.
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dividends shall be payable before any amount shall be set
aside for or paid to any other class of stock, and shall be pre-
lerred and cumulative so that, in the event that SBA has re-
,ceived less than three percent in any fiscal year, such dividends
shall be payable on a preferred basis from subsequent retained
earnings without interest thereon. Before a declaration of divi-
dends or any other kind of distribution (other than to SBA) ,
SBA in its discretion may also require the preferred payment
of the difference between dividends paid on its preferred se-
curities, and cumulative dividends payable at a rate equal to
the interest rate determined at the time of SBA's purchase of
such preferred securities pursuant to section 303(b) of the Act
for debentures with a term of fifteen years, without interest
on such difference, such rate to be inscribed on the certificates
offered to SBA. (Emphasis supplied.)7

As is evident from the foregoing, once a MESBIC avails itself of
the special financing provisions contained in the statute there is little
or no economic incentive for it to make a distribution to its share-
holders.8
The American Association of MESBICs was most critical of SBA's

interpretation of the Act and its failure to cure statutory ambiguities
through its regulations.

• With the present uncertainty of the Act and with no real-
istic expectation of any future return to our private sector
shareholders, our ability to continue to attract badly needed
private capital has been seriously undermined by SBA's am-
biguous interpretation of the 1972 MESBIC legislation.
I think it is safe to say. . . that had the 1972 legislation been

interpreted by SBA in the way both the SBIC and the
MESBIC industry felt was intended, then a majority of the
Fortune 500 corporations and major banks of this country
would be investing in and supporting the MESBIC industry
today, with perhaps $100 million or more of private capital
available to disadvantaged small business, and a much
stronger and more viable MESBIC industry.

• As a proposed remedy on this issue, AAMESBIC suggested the
passage of legislation amending Section 317 to provide a true and
permanent subsidy on the interest rate of MESBIC debentures for the
first five years of the term. In addition, the Association recommended
amending Section 303(c) to allow MESBICs to make distributions to
its shareholders without paying SBA any differential cost because the
agency holds its three percent preferred stock and, further, by making
dividends cumulative only when earned.

7 Further confusion is added by 13 C.F.R. 107.205(a) (2) (iii) which provides in rele-
vant part that before any distribution of assets to other stockholders, SBA shall be paid
"any amounts due" pursuant to paragraph (a) (2) (1) which is quoted above. Reference to
that latter paragraph indicates only such amounts are due as SBA may require "in its
discretion."

s Consider, for example, a situation posed by OMBE where a MESBIC sells its preferred
stock to SBA and then decides to make a distribution to its shareholders. According to the
regulations, SBA may require the payment of the difference between 3% and a 15-year
debenture with an interest rate determined in compliance with Section 303(b). This rate
currently is in excess of 8%. In addition, dividends can only be paid from retained earn-
ings which is an after tax figure. So that, in this hypothetical situation, the MESBICwishing to make a distribution may have incurred a cost of at least 16% for the use of
SBA's funds.
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SBIC and ME SBIC Financings of Small Business

Of course, all statutory provisions previously discussed are geared

to leverage private capital for the purpose of assisting small business.

As with any SBA program, the Subcommittee's paramount concern
is with the benefits derived by small business as compared with some

quantifiable injection of assistance from the Federal Government.

We fully realize that the field of venture capital is highly specialized

and may take as many forms as there are expressions of innovation

in the financial world. We are, further, cognizant of the fact that

SBICs and MESBICs are hybrid institutions created by government

to service a specialized but legitimate national need. We are therefore

dealing with a specialized subcategory of an already highly specialized

and diverse field. The Subcommittee solicited and received testimony

from a number of SBICs and MESBICs of differing characteristics

in an attempt to best consider the spectrum of legitimate interests.
Generally, the SBIC and MESBIC witnesses indicated a variety

of investment policies and practices. However, there were also evi-

denced some common areas of concern.
Pennsylvania Growth Investment Corporation, a SBIC licensed in

1962, and located in Pittsburgh, cited management capability and

commitment as its most important consideration when evaluating a
prospective investment. As stated by its Executive Vice-President and

Director, William H. Tritsch :

Our direction flows from an investment philosophy built
upon these principles:

Consider key people as the paramount element to be
weighed in determining the quality of an applicant. In key
people we look for (a) a pattern of success and (b) a positive
entry into a business with a product line designed to fill ft
void in the market place. Our interest in an applicant is meas-
ured by the willingness of that applicant to commit his own.
savings to the venture. We give short shrift to those who in-
troduce ventures too risky for their own bank accounts. The
truest measure of an applicant's own faith in the venture is his
personal commitment vis-a-vis his total savings rather than
the magnitude of his participation in dollars. When the SBC
achieves a reasonable measure of profitability, we believe it
good business to offer SBC management the opportunity to
purchase equity held by PGIC at a reasonable price and on
extended terms. Such policy serves these purposes: (a) PGIC
extracts a profit, (b) key people are more securely tied to
the SBC, and (c) more investment opportunities open to
PGIC as knowledge of its generous investment practices
spreads.

When Chairman Addabbo asked the SBA what factors are evalu-

ated before an SBIC or a MESBIC will make its financings available

to a small business, he received a response which once again placed

primary emphasis on management acumen:

Some of the factors being evaluated before an SBIC or
MESBIC invests in a particular small business concern are
as follows:
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1. The management's length of experience in the busi-
ness to be financed.
2. The management's awareness of the various prob-

lems usually associated with the business and manage-
ment's ideas as to how to deal with them.

3. In a start-up situation, is management able and
willing to invest its own money in the business.
4. Is management analytical as well as creative.
5. Management's understanding that timely financial

reports are basic necessary management tools.
6. Management's understanding that formalized mar-

keting programs are important to the success of the busi-
ness.

7. Management's willingness and ability to accept and
utilize management and technical assistance.
8. Management's willingness to work closely with the

SBIC or MESBIC to make and fit the pieces of the busi-
ness puzzle needed to build a viable and profitable
business.

9. Character, capital, credit history, and capability of
Management.

Testimony from Dr. Komives, NASBIC and Mr. John 0. Flender
of M.I.T. Development Foundation, Inc., also indicated that SBICs
and MESBICs prefer to invest in companies with some "track record"
of past performance. As will be discussed infra, this has severely im-
pacted the ability of "start-up" operations to secure necessary financ-
ing from SBICs or MESBICs.

There was a wide divergence of opinion as to the return on invest-
ment targeted as a goal by SBICs and MESBICs. OMBE stated that
venture capitalists normally seek an 18% return. Pennsylvania Growth
Investment Corporation attempts to double its investment within three
to four years, although it was admitted that this target is seldom, if
ever, achieved. FNCB Capital Corporation, on the other hand, stated
that it expects a minimum return on a successful investment to be
25% pretax per annum with the bulk of this return realized as capital
gains within five to ten years. There are still others who participate
in the program for social reasons, such as Space Ventures, Inc., a
MESBIC which is wholly owned by Rockwell International, which
does not expect any profit at all and a return merely sufficient to cover
operating costs and investment losses.
In some situations, the type of financing provided by an SBIC or

MESBIC will also indicate the type of small business it will seek
for its investments. For example, those SBICs specializing in equity
financings will seek a firm with high growth potential, while those
specializing in debt are most concerned with the financial ability of
the firm to service that debt within the term of the debt instrument.
However, many SBICs and MESBICs will provide debt coupled with
a right to either convert to equity or purchase equity in the future to
be exercised if the business should grow and prosper. Some examples
of these differing policies follow.
FNCB Capital Corporation specialized in equity financing and

stated its investment policy thus:
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We will not make straight loans. All investments are either
in common stock or in securities convertible into common
stock or with options to purchase common stock.
The minimum expected return on a successful investment

is 25% pretax per annuni with the bulk of this return coming
from capital gains realized upon the sale of our securities five
to ten years after the original investment is made.
We prefer to invest in companies with unique technologies

or proprietary services.
We prefer to invest in companies which have broad markets

for their products or services and can grow rapidly to a size
where public ownership of their securities is both desirable
and feasible.
We will not invest in any business which does not have

sophisticated, competent management with a meaningful
equity stake in the business.
We are can active investor and expect to work closely with

management to define and achieve common objectives.
We do not seek to control the businesses in which we invest

and expect to divest our positions entirely with a ten to fifteen
year period.
We recognize that we are in a high risk business and expect

that a significant percentage of the investments we make will
ultimately result in a partial or complete loss.
We recognize that losses generally occur in the first one to

five years after investment while gains take five to ten years
to materialize. We have been willing to accept early losses in
our business with the expectation that we are simultaneously
building future profits.

On the other hand, the First Connecticut SBIC, having a total cap-
italization of approximately $22 million, is an example of an SBIC
which has specialized in straight debt financings. According to its
President, David Engelson, First Connecticut was formed for the pre-
dominant reason of becoming a lender. Therefore, its practices were
"income oriented." As explained by Mr. Engleson :

From the outset, we have followed an investment strategy of
making relatively small loans to firms located in our region
and operating in an industry we knew something about. Fur-
thermore, we have been an "income-oriented" SBIC, rather
than a higher-risk venture capital investor, even though we
have taken an equity position in many of our financings. At
the present time I would estimate that 85% of our portfolio is
in the form of term loans, with the other 15% consisting of
debt securities, warrants, and stock.

However, as mentioned previously, the more common mode of in-
vestment seems to be a debt instrument (by "debt instrument" we
mean interest bearing security) accompanied by a right to obtain an
equity interest at the election of the investor. Gulf South Venture
Corporation is one of many which have adopted this investment meth-
odology: "A substantial portion of our portfolio investments," stated
Mr. Aulston, President of Gulf South, "are in long-term subordinate

H. Rept. 1633,94 2 1
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debt; however, we will convert this debt to equity when our return on
equity is greater than our interest income."
Of course, there are a myriad of other factors which a particular

SBIC or MESBIC may seek prior to making any one particular in- •
vestment. As mentioned supra, some SBICs and MESBICs specialize
in a particular business or industry and will, pro forma, deny its fi-
nancings to all other concerns which are not so situated. Still others,
will only invest in businesses with which the principals of the SBIC
or MESBIC are thoroughly familiar. Finally, it is an apparently safe
observation to say that each new investment opportunity is unique and
SBIC policy barriers, whatever they are, may readily fall given any
particular special set of circumstances.
Since the inception of the SBA and MESBIC program over 40,000

small businesses have been financed by these companies. This repre-
sents a total dollar disbursement to small businesses in excess of $2.6
billion.

EXHIBIT IX

NUMBER OF SMALL BUSINESSES FINANCED BY SBIC'S AND MESBIC'S—CALENDAR 1975

Total number
small businesses

financed

Total dollar
amount of

disbursements

1975:
Regular SBIC's 1,233 $122, 700, 000
Sec. 301(d) SBIC's 256 13, 000, 000

To date (1958 through Mar. 31, 1976):
Regular SBIC's 38, 780 2,634, 100, 000
Sec. 301(d) SBIC's 1,418 45, 700, 000

The industrial distribution of SBIC and MESBIC financings differ
considerably. In the 12 month period ending March 1976, SBIC financ-
ing of manufacturing concerns accounted for 38.3 of the total dollar
disbursements. The comparable percentage for MESBICs was only
15.6 percent. On the other hand, 44.4 percent of the dollars disbursed
by MESBICs were utilized by retail and service establishments while
these categories accounted for only 31.1 percent of disbursements by
regular SBICs. The following exhibits detail the disparity between
SBIC and MESBIC activity in most industrial categories.

EXHIBIT X

INDUSTRY DISTRIBUTION OF Fl NA NCI NGS—SBIC'S (12 MO. ENDED MARCH 1976)

Number
Percent of
number Amount

Percent of
amount

Agriculture, forestry, fisheries 17 1. 0 $938, 694 0. 8
Mining 25 1.5 2, 959, 292 2.5
Construction 163 9. 5 8, 834, 126 7.4
Manufacturing:

Durable 9 .5 1, 199, 167 1.0
Nondurable 405 23.7 44, 861, 994 37. 3

Transportation, communication, utilities 79 4. 6 5, 324, 606 4. 4
Wholesale trade 102 6.0 5, 998, 528 5.0
Retail trade 417 24.4 22, 826, 206 19.0
Finance, insurance 197 11.6 10, 802, 145 9.0
Services 273 16.0 14, 593, 274 12. 1

Subtotal_ 1, 687 98. 8 118, 338, 032 98. 5
Unclassified 21 1.2 1, 809, 107 1.5

Total 1,708 100.0 120, 147, 139 100.0
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EXHIBIT XI

INDUSTRY DISTRIBUTION OF FINANCINGS—MESBIC'S (SEC. 301(d) SBIC'S) (12 MO. ENDED MARCH 1976)

Number
Percent of
number Amount

Percent of
amount

Agriculture, forestry, fisheries 3 0.9 $167, 000 1.4
Mining 2 .6 100,000 .8
Construct on 26 8.0 1, 143, 150 9.7
Manufacturing:

Durable 3 .9 102, 000 .9
Nondurable 58 17. 8 1, 746, 871 14. 7

Transportation, communication, utilities 16 4.9 524, 000 4. 4
Wholesale trade 55 16.9 1, 141, 972 9. 6
Retail trade 79 24. 3 2, 792, 975 23. 6
Finance, insurance 20 6. 1 1, 454, 352 12.3
Services 57 17. 5 2, 465, 289 20. 8

Subtotal 319 97.9 11, 637, 609 98. 2
Unclassified 7 2. 1 207, 964 1. 8

Total_  326 100.0 11, 845, 573 100.0

As the two above exhibits indicate the "average" small business
financed by a regular SBIC was engaged in manufacturing whereas
the "average" MESBIC financed business was in the retail or service
industry. According to the February 1976 SBIC Digest, published by
SBA, the average age of a business financed by both SBICs and
MESBICs during 1975 was under three years and the proceeds of the.
financings were used for operating capital.
The SBA Administrator stated that during 1975 there were approxi-

mately 5,000 businesses with outstanding SBIC investments. It should
be noted that many of these businesses may have more than one financ-
ing from an SBIC or may have secured financing from more than one
SBIC. The testimony indicated that in numerous situations SBICs
expect that, once it makes a financing, it will be called upon to makes
additional capital infusions. For example, Pennsylvania Growth In-
vestment Corporation testified that in most situations it expects to
make more than one financing to a particular business "whether it
does well or poorly," and that a reserve is established for this purpose.
The testimony from the witness on this issue can be empirically verified
by industry wide statistics. As stated in the SBIC Digest, "First financ-
ings accounted for forty-three percent of the number of financings and
fifty-four percent of the dollar amount of financing during 1975."
Therefore, SBIC activity is rather equally divided between new and,
what might be termed, "secondary rounds" of financing.
The financing which may be provided by an SBIC or MESBIC are

subject to a number of constraints found in relevant SBA rules and
regulations.
As a general rule all financings must be for a minimum period of five

years except that a MESBIC may make financings for a minimum
period of 30 months provided that the aggregate amount of financings
for less than five years does not exceed 50 percent of the MESBIC's
total portfolio at the end of any fiscal year (13 C.F.R. § 107.301 (a) ).
(A financed business may also be charged a reasonable fee for prepay-
ment if contained in the financing agreement.)
Short-term financing is permitted in three types of special circum-

stances. Section 107.504(b) (1) provides:
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(b) * " A licensee may make the following investments
in small concerns:

(1) Financing with a term of less than five years when
it constitutes a reasonably necessary part of the overall
sound financing of a small concern pursuant to the Act,
the protection of investments, or financing ownership
change pursuant to § 107.812. * "

While the above quoted provision also applies to MESBICs, Space
Ventures, Inc. suggested the granting of more flexibility in this area:

The MESBIC should be provided with some flexibility to
make short-term working capital loans. Presently,
MESBIC's are restricted from making loans with terms under
two and one-half years. Yet, the minority businessman often-
times has a need for short-term working capital. . . to finance
a new contract for example. The MESBIC could perform a
valuable service if it could respond to this need. Therefore, it
is suggested that a portion of a MESBIC's investment funds
be authorized for use in making short-term or temporary
loans.

SBICs and MESBICs are also placed under an apparent restriction
as to the amounts which they may charge for their financings: "Sub-
ject to lower rates prescribed by local law, the maximum annual cost
for financing shall not exceed fifteen percent of the average amount
outstanding." Excluding certain fees for management and "closing"
services rendered, the cost of a financing includes "all interest, discount
and all fees, commissions and similar charges imposed, directly or in-
directly, by the Licensee on the small concern . . ." (13 C.F.R.
§ 107.301 ( c) ) .

Without written SBA approval, a regular SBIC cannot invest more
than 20% of its private paid-in capital in any one small business, the
comparable percentage for a MESBIC is 30% (13 C.F.R. § 107.301
(d) ; see also Section 306 ( a) of the Small Business Investment Act).
The statutory language recognizes two generic types of financing

equity ( § 304) and long-term loans (§ 305) .
As mentioned previously, Section 304 makes it a "function" of the

SBIC to provide equity capital financings. In furtherance of this func-
tion subsection (b) of Section 304 allows SBIC to employ certain pro-
tective measures:

(b) Before any capital is provided to a small business
concern under this Section:

(1) the company may require such concern to refinance
any or all of its outstanding indebtedness so that the
company is the only holder of any evidence of indebted-
ness of such concern; and
(2) except as provided in regulations issued by the

Administration, such concern shall agree that it will not
thereafter incur any indebtedness without first securing
the approval of the company and giving the company the
first opportunity to finance such indebtedness.

Section 305 authorizes SBICs and MESBICs to make loans to
small businesses either "directly or in cooperation with other lenders,
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Incorporated or unincorporated, through agreements to participate
on an immediate or deferred basis." Therefore, SBiCs and APIESBICs
may not only lend directly or jointly with another lender but they
may also guarantee 100% of a loan made by a lender to a small busi-
ness. SBICs cannot make loans guaranteed by the SBA even though
the Subcommittee has received recommendations for legislative change
to permit this type of financing.

Section 305 allows the Administrator to establish a maximum rate
of interest which, as discussed previously, is set at 15% by regulation.
In addition, Section 305 contains the following restrictions:

(d) Any loan made under this section shall have a matu-
rity not exceeding twenty years.
(e) Any loan made under this section shall be of such

sound value, or so secured, as reasonably to assure repayment.
(f) Any company which has made a loan to a small-busi-

ness concern under this section is authorized to extend the
maturity of or renew such loan for additional periods not
exceeding ten years, if the company finds that such exten-
sion or renewal will aid in the orderly liquidation of such
loan.

Unfortunately, the statute does not define the term "equity" nor
financing it refers to as "substantially similar to equity financing" as
found in § 303(b), dealing with leverage. However, the SBA, by
regulation has defined these terms:

13 C.F.R. § 107.302:

(a) * * *
(b) "Equity Securities" means:

(1) Stock of any class, or any rights to purchase
such stock in a small concern or its affiliate (s) * "
(2) Limited partnership interests, shares in a syn-

dicate, business trust, joint stock company or associa-
tion, mutual corporation, cooperative or other joint
ventures for profit;
(3) Debt instruments which provide either or both

of the following:
(i) A right to convert all or any portion of

the debt into securities listed in paragraphs (b)
(1) and (2) hereof, or

(ii) A right to acquire the securities listed in
paragraphs (b) (1) and (2) hereof.

As interpreted by SBA, therefore, a convertible debenture is an
equity security even if the conversion is never exercised. Similarly a
note with an option or warrant attached is also an equity security even
if the holder never chooses to take an ownership interest. In effect,
when SBA refers to debt it is addressing straight loan situations
only. Therefore, Section 304 of the Act is applicable to situations
where equity securities as defined by SBA are received in return for
a financing and Section 305 pertains only to straight loan situations.
The Subcommittee notes that SBA's definition of equity securities

is unique. But even with this rather broad interpretation it is to be
noted that during the most recent year for which data is available,



24

SBICs and MESBICs have demonstrated a definite propensity for
straight debt financing.

EXHIBIT XII

TYPES OF FINANCING PROVIDED TO SMALL BUSINESSES BY SBIC'S AND MESBIC'S

[In percent]

Total outstanding as of Mar. 31,
Calendar 1975 1975

Debt' Equity type 1 Debt' Equity type I

Regular SBIC's:
Percent of business financing 68 32 49 51

Percent of dollars 52 48 23 77

Sec. 301(d) SBIC's:
Percent of business financing 72 28 67 33

Percent of dollars 61 39 40 60

I Definitions: Debt—where a loan only was involved with no equity feature. Equity type—Where there was a pure equity

investment, or a combination of debt with equity.

On the basis of reports filed by 259 regular SBICs and 47
MESBICs compiled in the February 1976 SBIC Digest, certain
operating characteristics become most apparent.9
For regular SBICs the average size of an outstanding financing was

$104,000. The average loan financing was $56,000, the average debt
with equity features was $107,000 and a pure equity investment aver-
aged $63,000. The comparative statistics for MESBICs were sub-
stantially smaller. In this category the average outstanding financing
was $30,000; loans ayeraged $16,000; debt with equity features, $41,-
000 and pure equity investments only $16,000.
On the basis of the following two exhibits it can be determined that

approximately 55% of the number of businesses financed by regular
SBICs have received financing of S50,000 or less while the compa-
rable figure for MESBICs is about 79%.

EXHIBIT XIII

SIZE DISTRIBUTION OF FINANCING OUTSTANDING PER BUSINESS, REGULAR SBIC'S

Size classification
Number of Percent of Dollar amount Percent of
businesses number at cost dollars

Under $25,000 2,012 36.4 $21, 227, 367 3.7
$25,000 to $50,000 1, 039 18. 8 36, 967, 614 6. 4
$50,000 to $100,000 942 17.0 64, 829, 121 11. 3
$100,000 to $250,000 969 17. 5 148, 080, 703 25. 8
$250,000 to $500,000 382 6. 9 1-9, 810, 022 22.6
$500,000 to $750,000 109 2. 0 62, 522, 184 10. 9
$750,000 to $1,000,000 31 . 6 26, 582, 497 4. 6
$1,000,000 and over 49 .9 84, 921, 053 14. 8

Total 5, 533 1 100. 0 574, 940, 611 1 100. 0

1 Detail may not add to totals due to rounding,

9 The time period covered by the Digest is not uniform for all reporting SBICs and
MESBICs. SBA explains: "Since SBICs do not file their reports with SBA as of a similar
date, the data included herein covers as of dates beginning April 1. 1974, and ending
March 31, 1975. The majority of reports were as of March 31, 1975."
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EXHIBIT XIV

SIZE DISTRIBUTION, FINANCING OUTSTANDING PER BUSINESS,

MESBIC'S (SEC. 301(d) SBIC'S)

Size classification
Number of Percent of Dollar amount Percent of
businesses number at cost dollars

Under $25,000 
$25,000 to $50,000 
$50,000 to $100,000 
$100,000 to $250,000 
$250,000 to $500,000 
$500,000 to $750,000 
$750,000 to $1,000,000 
$1,000,000 and over 

386
114
97
33
1
0
0
0

61.2
18.1
15. 4
5.2
.2
0
0
0

$3,829,957
4,100,183
6, 158, 380
4,393,554

300,000
0
0
0

20.4
21.8
32. 8
23.4
1.6
0
0
0

Total 631 1 100. 0 18, 782, 074 1 100. 0

I Detail may not add to totals due to rounding.

During the period covered by the February 1976 SBIC Digest SBA.

determined that, in the case of regular SBICs, loan financings out-

standing had an average nominal interest rate of 11.26% and a median
of 11.74%. Debt with equity features had an average rate of 10.31%

and a median of 10.15%. During this same period, for MESBIC fi-

nancings, the interest rate on the average loan outstanding was 9.4%

•and for debt with equity features, 9.3%. Statistical evidence suggests
that. the interest rate for straight debt financings is invariably higher

than for financings where debt with equity features is involved. It

should also be noted that the term of a financing will also vary de-

pendent upon whether or not some future equity rights are reserved.

During calendar year 1975 the estimated average term of a straight

loan was betwen five to seven years, whereas the estimated average

term of debt with equity was between seven and ten years.
It is evident from the foregoing that SBICs and MESBICs are not

making pure equity capital available to small businesses as envisaged

by the framers of the Small Business Investment Act. There is an

increasing propensity for debt financing coupled with the preserva-

tion of some future equity right to be exercised in the event of cor-

porate growth and prosperity.
FNCB Capital Corporation advised the Subcommittee of the haz-

ards of an economy too heavily dependent on debt financing:

One of the major problems in American business today is

that, we are becoming a debt economy. Several studies have

shown that debt as a percentage of total corporate capitali-

zation has risen dramatically over the past ten years. Com-

mon stock is permanent capital which does not have to be re-

paid and on which dividends are paid only at the discretion

of the company's board of directors. Debt is temporary capi-

tal which must ultimately be repaid and which carries a

contractual obligation to make fixed interest payments. Com-

panies never go into bankruptcy because they sell too much

common stock but often do so when they sell too much debt.1°

10 The Subcommittee realizes, however, that a badly 
planned or premature public offering

of stock may ultimately result in a disastrous situa
tion for the offering company. Raising

capital through stock offerings is a highly specialized fiel
d marked with a myriad of dangers.

The unsuspecting and financially unsophisticated business 
which braves this area without

the benefit of expert assistance may well regret the day it
 did so.
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Dr. Knight advised the Subcommittee that there is, in fact, a re-
lationship between a business' success and its capital structure: "The
greater the debt to equity ratio the higher the failure rate." While debt
is an integral part of business financing, a business may, in fact, sub-
stantially increase its potential for failure if overly committed to debt.
However, given_ the present demand for capital, if debt is the only
form of capital readily available, it will be absorbed. In addition, there
is little doubt that it will also be sought after by those companies
which perceive a present demand for capital even though, by assum-
ing this additional debt, they may ultimately reduce their chances for
long-term success.
The evidence received during the hearing did not present any indi-

cation that SBICs and/or MESBICs will change their present in-
vestment policies. On the contrary, the Subcommittee was told by
NASBIC that "it is safe to say new entrants into the program will be
much more debt oriented." Most of the witnesses, including SBA, at-
tributed the lack of equity financing to a structural deficiency in the
statute. The SBA Administrator commented:

Over the past several years the trend has been away from
risk taking and financing start-up situations. The SBICs
have found it necessary to provide more secured financing in
the form of loans and debt securities. For the SBIC industry,
since it is so highly leveraged, there must be enough cash flow
to service Government debt every 6 months. Since PL 94-
305 increases the leverage to SBICs, the problem of cash flow
becomes even more acute because of the heavier debt service
requirement to the government.

The costs of leveraged funds to SBICs and MESBICs was consist-
ently cited as a factor inhibiting the ability of such firms to make
equity investments. Debentures purchased or guaranteed by SBA
have interest payments due at six month intervals. Leveraged SBICs
and MESBICs must have, we are told, sufficient cash flow to service
this debt and meet operating expenses. Pure equity investments, the
Subcommittee was advised, do not produce a steady source of in-
come sufficient to meet these needs.
NASBIC, testifying on behalf of its membership, asserted:
" * matter of deep concern to our industry is the fact
that the present design of the SBIC program makes it almost
imperative for those companies utilizing leverage to disburse
their funds in the form of loans, rather than as pure equity.

FNCB Capital Corporation concurred fully on this issue:
The current structure of the SBIC program does not pro-

vide incentives to SBICs to be purchasers of common stock.
Quite the opposite, it both forces and encourages the more
highly leveraged SBICs to purchase only debt securities. Any
SBIC that leverages with SBA debt is currently having to
pay 8% for its leverage and must pass this cost, plus the
SBIC's operating cost, on to the investee company in the form
of either interest or dividends in order to generate a current
profit from operations.
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As stated previously, FNCB is an equity oriented investor. The
Subcommittee, therefore, inquired as to its ability to make equity
its predominant mode of investment. A review of FNCB's capital
structure reveals the apparent reason. FNCB has a total capitaliza-
tion, as of June 1976, of $39.5 million. Only $2.5 million of this amount
is SBA guaranteed debt (leverage). The remaining $37 million re-
presents capital infusions received from Citicorp, FNCB's parent
corporation and sole stockholder. With relatively small debt service
and a "patient" parent, FNCB does not require a cash flow compa-
rable to most SBICs or MESBICs. The President of FNCB, Russell
Carson, stated:

Our operation is different from the typical SBIC in that
we invest large sums of money in companies with major po-
tential, take relatively little current income out of investee
companies and adopt a long run perspective on realization of
profits. Our capital structure, which contains virtually no
debt, is a major factor in our ability to approach the busi-
ness in this way. In the long run we feel that our policies will
significantly benefit Citicorp's shareholders, the companies in
which we invest, the federal government and the national
economy.

There are some SBIC's, while presumably a very small number,
which can obtain needed financing from other than the SBA. Penn-
sylvania Growth is one such SBIC and, in fact, prefers to secure pri-
vate financing because of the availability of prepayment features
which SBA disallows on those debentures it guarantees or purchases.
Mr. William H. Tritsch, Executive Vice President and Director of
Pennsylvania Growth, testified:

The leverage available to SBIC's of our size is unattrac-
tive especially if we are to be equity oriented. We can provide
our own bank leverage at rates near prime with prepayment
privileges. This is preferred to SBA funds at just slightly
lower rates but (with) no provisions for early prepayment.

However, Pennsylvania Growth indicated that its cost of money
from the private marketplace also prohibited it from making pure
equity investments despite prepayment privileges: "There is no way
that we can provide equity capital—strict equity capital—to a small
business and at the same time have to pay the cost of money."
Many of the witnesses urged the Subcommittee to support legisla-

tive changes which would decrease the cost of leverage. Some wit-
nesses urged that SBA financings to regular SBICs be in the form
of preferred stock. The MESBICs proposed that they be permitted
to sell twice as much preferred stock to SBA as is presently permitted
under the statute and one MESBIC "hoped that future legislation
will provide for unlimited leverage. . . ."
Aside from the cost of money the Subcommittee was offered an addi-

tional reason for the paucity of pure .equity investments. In order
for the investor to realize a capital gain from an equity investment

it is axiomatic that, in addition to appreciation. the stock held must
eventually prove salable. That is, illiquidity will relegate income to

a function of dividends only. The SBA Administrator explained the

difficulty:

H. Rept. 1633, 94-2 5
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In discussing the liquidity problem for SBICs, we get into
an essential point regarding profitability and cash flow for
these venture capital operations. There are times when a port-
folio company is "locked-in" and cannot be sold either be-
cause it is restricted due to federal regulatory limitations, or
because there are no purchasers willing to buy at the current
fair value.
Thus, because of regulatory features and economic climates,

profits cannot be taken and cash cannot be obtained for rein-
vestment or distribution to shareholders, on a timely basis.

Dr. Knight and his associate, Mr. Dorsey, stated that there is no
"liquidity mechanisms to speak of" and, therefore, equity investments
in small business are "highly illiquid and unmarketable."
In order to combat the problem of illiquidity SBICs may take

stock with "mandatory buy-back" provisions. The small business,
thereby, is required to purchase back its stock at some future time
and price as specified in a repurchase agreement. Of course, in cer-
tain situations the exercise of "repurchase rights" may have deleterious
effects on the small business by, for example, impairing its operating
capital or forcing it to secure debt to execute the transaction. In addi-
tion, the SBIC or MESBIC may, as stated by SBA, "(sell) such in-
vestments to some large business which can integrate the small con-
cern into its operations." The Subcommittee notes, with deep concern,
that impairing the financial stability of a small business through a
"mandatory buy-back" or facilitating the acquisition of a small busi-
ness by a large concern is completely contrary to both the letter and
spirit of both the Small Business Act and the Small Business Invest-
ment Act.
Some SBICs and MESBICs were highly critical of Rule 144

promulgated by the Securities and Exchange Commission. Indeed, this
Rule, which affected the sale of restricted securities, was proffered
as a reason for the illiquidity of small business stock and, thereby, a,
disincentive for SBICs and MESBICs to make pure equity invest-
ments. NASBIC explained: "Rule 144 is the rule under which we are
able to dispose of any stock that we might have in a small business
concern. We feel it is much too restrictive, and precludes really an
exiting in situations so that we could have a reasonable return and
role over the funds into new investments."
SEC gave notice of Rule 144 on January 11, 1972, in its Release

No. 5223. The Rule, which became effective on and after April 15,
1972, is summarized by the SEC as follows:

In brief, the rule provides that any affiliate or other person
who sells restricted securities of an issuer for his own account,
or any person who sells restricted or any other securities for
the account of an affiliate of the issuer, is not deemed to be
engaged in a distribution of the securities, and therefore
is not an underwriter as defined in Section 2(11)
of the Act, if the securities are sold in accordance with all
the terms and conditions of the rule. The rule requires, among
other things, that the restricted securities must have been
beneficially owned for a period of at least two years by the
person for whose account they are sold; that the amount sold
shall not exceed one percent of the class outstanding, or if
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traded on an exchange, the lesser of that amount or the aver-
age weekly volume on all such exchanges during the four
weeks preceding the sale; and that the securities must be sold
in brokers' transactions. In addition, there must be adequate
information available to the public in regard to the issuer of
the securities and notice of the sale (Form 144) must be filed
with the Commission concurrently with the sale.

Some SBICs and MESBICs also claimed that the present tax struc-
ture favors debt investments over equity. FNCB Capital Corpora-
tion stated : " . . . the IRS allows SBICs to write losses on debt se-
curities off against current income while losses on common stock must
be offset against capital gains thus providing a tax incentive to SBICs
to only purchase debt." FNCB suggested, among other things, "tax
incentives to SBICs which make common stock investments."
Pennsylvania Growth Investment Corporation shared FNCB's con-

cern on this issue:
The most serious shortcoming of the program is simply that the

individual SBIC investor has no incentive to participate as an
SBIC shareholder. If his only gain is to come from profits that
have been taxed at the portfolio level, the SBIC level, and the in-
vestor level, he can do better many other places. In this case it
makes sense to allow capital gain treatment of his gains via the
passing through by the SBIC of warrants and/or other non-
cash dividends.

NASBIC urged a modification of Rule 144 to assist SBICs in their
disposal of small business stock: "A very strong liberalization of that
(Rule 144) would be a very important factor in assisting us."
Dr. Knight suggested a mechanism whereby MESBICs could pos-

sibly liquidate their equity investments. This mechanism, however,
is also applicable to regular SBICs:

One possible vehicle for liquidating equity investments of
MESBICs is the Employee Stock Option Trust (ESOT)
whereby a firm uses tax-deductible funds to purchase its own
equity for employees;  the amount of funds which become tax-
deductible for investment in an ESOT is a function of the
firm's payroll level; the more labor-intensive the firm, the
greater potential for contributions to an ESOT.

As a variation of this theme, Mr. Vincent Ryan, President of
Schooner Capital Corporation, suggested that Congress should enact
law which would "allow small businesses to have a deduction or be able
to borrow funds to repurchase their shares from the investors pro-
viding the shares accrue to the benefit of the employees."
Some of the witnesses who appeared before the Subcommittee, or

who offered written testimony for its consideration were deeply con-
cerned with the general lack of venture capital available to small busi-
ness in start-up situations. SBICs and MESBICs generally invest in
ongoing businesses. In fact, of the 40,000 businesses thus far financed
by SBICs and MESBICs, SBA estimates that only 10,000 or 25%
have been start-up situations.n Dr. Komives commented: "If there is

11 It must be stressed that 25% is an approximation over the life of the program. No
figures have been received to indicate the frequency of financings to start-ups in recent
years. The Subcommittee assumes, however, the number has significantly decreased over
recent years because of generally depressed economic conditions.
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a single criticism, it would be aimed at the generalized lack of SBIC
involvement with new business start-ups."
Mr. John 0. Flender, Treasurer of M.I.T. Development Founda-

tion, specifically addressed the problem of equity availability to new
high technology businesses. Mr. Flender stated that during 1950's and
1960's, the new technology-based company had little difficulty in be-
coming established, but that this situation dramatically changed in
the 1970's because of a general decline in the stock market and the dis-
appearance of a public market for new issues. He said, ". . . new pub-
lic offerings of small companies declined from 649 in 1969 to one in the
first half of 1975. The small technical companies included in the above
group fared as poorly. There were no new public offerings in the first
half of 1975 compared with 204 in 1967."
Mr. Flender explained the significance of this situation by high-

lighting the impact which new high technology companies have on
the economy: "The potential for creating new jobs in the United
States and for making exportable goods to improve our balance of
payments is probably greater in new high technology companies than
in any other sector of our economy." Mr. Flender referred to a study
which he conducted on venture capital and which resulted in a paper
written for the Department of Commerce.12 He advised the Subcom-
mittee that:

The information in that report, which by the way was not
intended to be a statistical study, showed that five young,
high-technology companies with sales of less than $1 billion in
1974, created more jobs in the preceding five-year period than
six mature companies with combined sales of almost $37 bil-
lion. This second group of companies included: Bethlehem
Steel, Dupont, General Electric, General Foods, International
Paper and Procter & Gamble. The study also compared the
rate at which jobs were created by a group of five seasoned,
but innovative, technical companies including Polaroid, 3M,
IBM, Xerox, and Texas Instruments. Employment in these
five companies increased by 106,600 jobs in the five-year
period 1969-1974 as compared with an increase of only 25,-
600 jobs in the six more mature companies during the same
period.

FNCB Capital Corporation also acknowledged the importance of
small technological firms and stated that, "To the extent that we are
financing smaller, technologically oriented business . . . we are hav-
ing a significant impact on the total economy in the United States."
Mr. Flender commented upon SBICs as being "relatively inac-

tive" in this area and cited the following reasons:
Unfortunately the capital structure of SBICs is not ideally

suited to making investments in startup situations given the
current financial environment. The startup, having no income,
is unable to service its debt, and the SBICs with relatively
high incremental money cost and an operating overhead must,
as a practical matter, make investments which include some
portion of debt. The operating deficit brought about by this

12 The Role of New Technological Enterprises in the U.S. Economy, U.S. Commerce
Department, 1976.
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situation can only be covered by realizing gains on portfolio
investments. During the first hall of the 1970's there were few
gains to be realized and the absence of liquidity occasioned
both by securities regulations and by unfavorable market
conditions meant that even those SBICs who wanted to sel
securities were hard pressed to do so at what they thought
were reasonable prices.
The higher risk of startups, their inability to pay interest

on debt, the greater time required for an investment to reach
maturity, unfavorable market conditions, and the uncertain-
ties regarding liquidity have all contributed to SBICs avoid-
ing startups in favor of more seasoned opportunities.

While Mr. Flender was emphatic that start-up businesses cannot
service debt and, therefore, are wholly dependent upon equity financ-
ing, the Subcommittee received what appears to be contradictory
statements from Space Ventures, Inc., a MESBIC wholly owned by
Rockwell International:

We prefer debt financing in new startup situations with
some future stock convertibility feature. The debt instru-
ment generally requires more business discipline, and this is
particularly important during the early life of a new business. .
Our loan investments can be subordinated to bank loans. The'
bank will view the subordinated loan as though it was in fact
equity capital. This enables the minority businessman to gain
leverage from the use of our funds in obtaining additional
bank loans.

Space Ventures did not explain how a new start-up business, so,
financed, could have a sufficient cash flow to service its debt to Space
Ventures nor the additional "leverage" debt received through a bank.
The Subcommittee did receive some recommendations geared to.

provide more equity capital to start-up situations. Mr. Flender sug-
gested, among other things, that SBIC's have access to a source of
nondebt capital from the SBA through the sale of preferred stock. He
also recommended tax and SEC regulatory reform. Dr. Komives
observed: "Clearly the United States needs a tax policy that greatly
favors gains and losses in the new business equity investment game.
Then we would see many more new firms starting and perhaps greater
competition in the American Economy." Dr. Komives cautioned,
however:

It is conceivable that the SBIC program could be subsidized
or urged to make more new business investments. But to urge
that this be done under the present conditions of leverage and
taxation seems to me hopeless and I would not urge Congress
to do so at this time without a broader look at how indeed new
businesses get started and eventually funded and the subse-
quent rewards or losses that occur. Currently there is nobody,
in any political party or in any University with the knowledge
or background who could easily undertake such a study. It
would need to be a lengthy and detailed study by careful
scientists (not administrators) and would take over two years
to complete in a satisfactory manner. Yet I urge Congress to
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undertake the funding of such a study. By the way, this ought
to be a study conducted by the National Science Foundation
in collaboration with a well qualified University, such as the
University of Texas, and not be a study conducted by any
Federal Government agency. Based upon that work, Congress
might then undertake to review the fabric of the American
Economy and make suitable enactments to spur new ventures
and capitalism in its truest sense.

SBIC and MESBIC Industry Characteristics

The evidence received did present the Subcommittee with certain
information regarding the characteristics of the SBIC and MESBIC
industry—an industry which has now exceeded the One Billion
Dollar level.
The evidence established that the size of an SBIC or MESBIC,

measured in terms of capitalization, is positively correlated with its
potential for success, as well as the number, size and type of financings
it provides to small businesses. Further, the success of a small business
is a function of the amount and type of financing it receives.
Data supplied by the SBA established that most SBIC's issued

licenses prior to 1966 has a relatively small capitalization:

EXHIBIT XV

OUTSTANDING SBIC LICENSES AS OF MAR. 31, 1966, BY CAPITAL SIZE

$300, 000 $300,001 to $1,000,001 to $500, 000, 001
or less $1, 000, 000 $5, 000, 000 and over Total

Number of licensees 
Percent of licensees 

290 203 35 14 542
53.5 37.5 6.4 2.6 100

• Subsequent to this period SBICs have demonstrated a trend towards
higher capitalization.

EXHIBIT XVI

REGULAR SBICISI PRIVATE CAPITALIZATION AT TIME OF LICENSE

Calendar year
$300, 000

or less

$300, 001 $1,
to

11, 000, 000 $5,

000, 001
to

000, 000
$5, 000, 001

and over Total

1975 5 9 2 0 16

1974 3 9 3 1 16

1973 5 3 1 0 9

1972 2 6 0 0 8

1971 4 2 0 0 6

1970 2 2 2 0 6

1969 1 5 2 0 8

1968 0 4 2 1 7

1967 1 8 1 1 11

1966 0 7 1 0 8

1965 2 5 1 0 8

Total 65 thru 1975 25 60 15 3 103

Percent 24.3 58.3 14. 5 2.9 100.0

I The size of the SBIC at the time of licensing is not available for licenses issued prior to 1965.

SBA recently completed a review of the SBIC history "in an effort
to determine the survival rates of SBICs licensed in the respective
program years." The data collected from that study is represented in
the following exhibit.
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EXHIBIT XVII

SBIC SURVIVAL RATES

Calendar year-
SBIC's

licensed

Operating
(December

1974) as
percent of
licensed

Nonoperating
(December

1974) as
percent of
licensed

Age at time
of surrender

(years)

1959 
1960 
1961 
1962 

61
113
227
219

47. 5
32.7
28.5
23.3

52. 5
67.3
71. 5
76.7

7. 5
7.3
6.6
5.8

1963 65 29. 2 70. 8 5. 2
1964 49 34.7 65. 3 4. 5
1965 8 37.5 62.5 3.3
1966 8 50.0 50.0 1.8
1967 11 63.6 36.4 3.2
1968 8 62.5 37.5 3.3
1969 10 80.0 20.0 2.6
1970 25 92.0 8.0 2.0
1971 28 89.3 10.7 1.2
1972 22 100.0 0 0
1973 22 86.4 13.6 1.1
1974 26 100. 0 0 0

On the basis of the above SBA has reached a number of important
conclusions:

As indicated in the above table, the lowest survival rate
was for the SBICs licensed in 1959, 1960, 1961, 1962, and
1963.* In those 5 years, 735 SBICs were licensed and at the
end of 1974 only 215 or 29.2% were still operating. The aver-
age age for the SBICs of this group that surrendered was 6.5
years at the time of surrender. Of all the funds charged off
by SBA in the history of the SBIC program, 94% was
applicable to the SBICs licensed in this 5-year period.
During the next 5 years, 1964 through 1968, only 84 SBICs

were licensed. Of this group, 36 or 42.8% were still operating
at the end of 1974. For the SBICs that surrendered from this
group, the average age at the time of surrender was only 3.2
years.

Since the SBICs which were licensed from 1969 through
1974 cannot as yet be considered "seasoned", not much can be
said about their survival rates.

Since the vast majority, of licensees entering the program
prior to 1965 were in the smallest size categories and since
the survival rates are lowest for those years, it can be assumed
that the survival rate is lowest for the smaller SBICs.
In summary, over the entire period from 1959 through 1974,

the survival rate for SBICs was 40% with the lowest rate,
23%, applicable to SBICs licensed in 1962.

The MESBIC program is relatively new and therefore SBA cannot
obtain detailed empirical data comparable to that presented above for
this program. However, if the SBIC experience can be validly used
as a measure, certain assumptions can be made. The following exhibit
presents the capitalization size of MESBICs at the time of license :

The Subcommittee notes that the survival rates for 1964 and 1965 are lower than
the survival ,rate for 1959. However, the validity of SBA's analysis is not substantially
affected by this error.
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EXHIBIT XVIII

MESBIC'S (SEC. 301(d) SBIC'S) CAPITALIZATION SIZE AT TIME OF LICENSE

Calendar year
$300 000

or less

$300, 001 $1,
to

$1, 000, 000 $5,

000, 001
to $5,

000, 000
000, 001
and over Total'

1975 2 11 0 0 13
1974 5 4 1 0 10
1973 8 5 0 0 13:
1972 8 5 1 0 14
1971 15 7 0 0 22
1970 18 1 0 -0 1%
1969 2 0 0 0 2
1968 0 1 0 •0 1

Total, 1968-75 58 37 2 0 9/

Percent 61. 7 36.2 2. 1 0 10(14'

Dr. Knight conducted a study based upon the number and size dis-
tribution of licensed SBICs in 1972 and MESBICs in 1975 and the
returns on investment experienced by SBICs and in MESBICs iii
each size category over time. His conclusions are as follows:

1. In 1975, MESBICs were concentrated almost exclusively
in two smaller size groups, with only five firms in the third
size group.

2. Between 1968 and 1972 the proportions of SBICs in the
larger size categories were growing while the proportions in
the two smaller categories were decreasing.

3. Between 1968 and 1972 larger SBICs experienced great-
er returns on investments than smaller ones.

4. The MESBIC program as a whole has continued to be
unprofitable; however, profitability seems to have improved
very slightly, probably because the average size of MESBICs
has been increasing.

5. It is therefore apparent that in 1975 most individual
MESBICs were too small to realize adequate returns on in-
vestment to ensure long-term profitability and survival.

From the foregoing it is obvious that the success of an SBIC or
MESBIC is a function of its capitalization.
There is also a relationship between the size of an SBIC or

MESBIC and the number and dollar amount of outstanding financ-
ings. According to data received during the period covered by the
February 1976 SBIC Digest, SBA has concluded that: "Fifty-five
percent of these outstanding,s (i.e. dollar amounts of financing out-
standing to small business) are concentrated in the portfolios of the
26 largest SBICs which represent 10% of the number of reporting
SBICs. The group of smallest SBICs which represent 37.8% of the
number of reporting SBICs held only 5.6% of the outstanding dollar
balances." 13 The following exhibit demonstrates the distribution of
outstanding balances for regular SBICs.

13 SBA's Digest does not contain financing information relative to MESBICs by the size
of the MESBIC. However. the Subcommittee will assume that findings relative to ant
SBIC's size are also valid for MESBICs.
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EXHIBIT XIX

REGULAR SBIC, PORTFOLIO OUTSTANDING BALANCES

SBIC asset size

Number of Dollar
Number of Percent of businesses Percent of amount Percent of

SBI C's SBIC 's in portfolio businesses at cost dollars

0 to $1,000,000 98 37.8 1, 161 21.0 $32,209,260 5.6
$1,000,000 to $2,000,000 63 24. 3 1, 035 18. 7 47,569,278 8. 3
! $2,000,000 to $5,000,000 50 19.3 1,133 20.5 90,525,111 15.8
` $5,000,000 to $10,000,000 22 8. 5 725 13. 1 89,176,776 15. 5
, Over $10,000,000 26 10.0 1,479 20.7 315,460,186 54.8

Total 259 2 100.0 5, 533 2 100.0 574,940,611 2 100.0

1 See footnote 9 supra, p. 24 for applicable period,
2 Detail may not add to totals due to rounding.

The data also demonstrates a definite relationship between the size
of an SBIC and the average amount of its investments per small
business.

EXHIBIT XX

SIZE OF INVESTMENT PER SMALL BUSINESS BY SBIC SIZE CATEGORY'

Size group Average Median

Up to $1,000,000 $27,743 $22,676
' $1,000,000 to $2,000,000 45,961 34,105

$2,000,000 to $5,000,000  79,899 46,906
$5,000,000 to $10,000,000 123,002 88,556
, Over $10,000,000 212,867 92,597
All sizes 103,797 43,154

1 See footnote 9, supra, p. 24 for applicable period.

The following exhibit shows further that the larger SBICs have a
greater propensity for equity type financings than do their smaller
counterparts.

EXHIBIT XXI

FINANCING TYPE BY SBIC SIZE

[Percents based on number of businesses; dollar amounts in millions]

SBIC size—

Financing type Up to $1 $1 to $2 $2 to $5 $5 to $10 Over $10.0 All sizes

Loans 66 53 46 38 42 49
Equity type 34 47 54 62 58 51

Total 100 100 100 100 100 100

'See footnote 9, supra, p. 24 for applicable period.

As mentioned previously the Subcommittee did receive evidence
which indicated that a small business' success is, in some part, related

• to the type of financing it received—the higher proportion of its
• capitalization represented by debt, the higher its probability of fail-
ure. But, in addition, some witnesses also indicated a positive relation-

:ship between the size of an investment and the investee's success.
Studies were cited to support this latter conclusion and the Subcom-
itnittee is not in receipt of any contradictory data.
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The high correlation between the size of capitalization and program
success is incontrovertable. The witnesses agreed, as stated by Penn-
sylvania Growth Investment  that it is impractical to operate at
a very minimum capitalization." 

Co.,
N-ASBIC, and others, suggested that

the minimum amount of private paid-in capital should be raised from
the present $150,000 to $500,000 for both regular SBICs and
MESBICs. The American Association of MESBICs suggested that
the minimum private paid-in capital for future MESBICs should be
set at $1 million. Dr. Knight emphatically stated that not only is the
size of the total MESBIC program too small but the size of the individ-
ual MESBICs are too small "to finance firms with high probabilities of
success." In fact, the Subcommittee was told that "One $1,000,000
MESBIC will probably have as much impact as ten to fifteen mini-
mum-size MESBICs in promoting minority owned businesses." Dr.
Knight recommended, among other thing, that:

Individual MESBICs and the entire MESBIC program
should be substantially increased. At a minimum, a private
capitalization of $100 million should be set as a target for the
MESBIC program in 1976. Moreover, the development of five
to ten very large ($10-20 million total capital) MESBICs is
recommended in order to permit the finance of large, rapid
growth, high technology ventures as proposed earlier.

No recommendations were received as to how the SBA would ac-
complish this task.
In its evaluation of the SBIC and MESBIC program the Subcom-

mittee is mindful that there are special considerations inherent to the
operation of MESBICs. This is so because MESBICs are formed for
the specific purpose of financing businesses owned by the economically
or socially disadvantaged.
While the program is predicated upon economic considerations, a

number of large corporations have considered the MESBIC as an
outlet to fulfill perceived social obligations. However, most witnesses
agreed that a viable minority business community cannot be based
on gratuitous expressions of corporate consciousness but should be
based upon a recognition of the legitimate economic needs and busi-
ness potential of a neglected segment of our society. OMBE stated:

* * * we believe that progress in the minority business field
in the long run cannot be built on charity and the social con-
sciousness of major corporations. We do believe that any long-
range program must involve viable minority businesses, an
opportunity for profit by the lender-investor, and a minimum
of governmental intervention.

The witness did indicate that the "social MESBIC" was more
common during the earlier days of the program. However, the Sub-
committee was informed that, at present, there do exist several
MESBICs which are so oriented. OMBE characterized the MESBIC
industry thus:

Today we can characterize the MESBIC industry as a
multipurpose, multi-faceted financial industry. Some
MESBICs have as their goal a socially-oriented, community
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service. Profits are secondary to the service to be performed,
and regular losses may not only be accepted but may be
budgeted.
Another group of MESBICs combined a limited profit

motive with social responsibility. These MESBICs tend to
have a group of corporate sponsors who may consider their
investment as more of a community responsibility than a
means of maximizing profit return.
A third group of MESBICs may have overall return on

investment as a goal. Companies such as franchisers can view
the MESBIC as a means to expand their operations, develop
overall profit centers and assist disadvantaged businessmen.
And, finally, a fourth group may simply anticipate a full

participation in soundly conceived, soundly operated minority
businesses which should earn a normal profit for themselves
and return a comfortable profit for the MESBIC.

OMBE estimated that approximately 16 MESBICs fall into the
first category, 20 in the second, 20 in the third, and 25 in the last
category.
SBA readily admits that—

A few MESBICs that are owned by large corporations
are operating under a policy which has prevented the
MESBIC from maximizing its profits to the fullest legal
extent. These MESBICs are reluctant to charge the maximum
interest rate and their operating expenses are subsidized
by their parent.

SBA points out, however, that MESBICs should not be established
solely for social considerations: "The profit motive must be present
along with the social motive."
Those individuals or corporations who benevolently seek the

MESBIC program solely to satisfy social needs, we are told, only
exacerbate the situation. Gulf South Venture stated:

The tasks of social and economic change are for the tough-
minded and competent. Those who come to the tasks with the
currently fashionable mixture of passion and incompetence
in the hard economics of social change only add to the
confusion.

Dr. Knight joined with the other witnesses and stated that a
MESBIC should not be viewed as a "social instrument," but as a
"profit making vehicle." He further stated that socially oriented
MESBICs may lack sound business judgment. Such corporations may
view MESBIC "investments" as unretrievable expenses of its perceived
social obligation and, as stated by Dr. Knight: "When you put money-
in and view it as a loss, it is awfully easy for it to become a self-
fulfilling prophecy."
Part of the Subcommittee's inquiry was intended to ascertain the

full economic benefits accruing to the shareholders of SBICs and
MESBICs.
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FNCB Capital Corporation advised the Subcommittee that—
"* * * the SBIC industry has been at best marginally profitable

since it began in 1958." Schooner Capital was far more demonstrative
in its assessment of the SBIC program and stated, "There is no in-
centive for investments, in fact one is better off to liquidate or become
a small loan company. . . . Today there is no economic reason to take
a risk when you can buy assets in the market at a discount, and at the
same time receive a return on your investment."

The American Association of MESBICs expressed a similar
concern:

The MESBIC industry has not been profitable and will not
likely attain even modest levels of profitability in the future
under present SBA regulations.

However the Subcommittee did receive testimony from some SBICs
and MESBICs which did acknowledge the realization of a return on
investment. For example, Pennsylvania Growth Investment Corpora-
tion cited a 10% return on investment over the last five years while
Gulf South Venture Capital advised the Subcommittee that its aver-
acre rate of return is 11%.
In an effort to determine the profitability of the industry the Sub-

committee obtained numerous statistical reports from the agency.
SBA has compiled data received from 200 reporting SBICs and 29

reporting MESBICs for the year 1975. The following two exhibits
represent what might be considered a profit and loss statement for the
reporting companies.

EXHIBIT XXII

SBIC's—Statement of operatims realized for 12 mo. ended SBIC fiscal year
1975 (based on 200 reporting SBIC's)

Inveatment income

Revenue:
From portfolio:

Interest on loans and debt securities 31,943,100
Dividend income 2,584,349

Total  34,527,449

From services provided:
Management services 1,204,941
Application and other fees 655,824

Total  1,860,765

From other sources:
Interest on invested idle funds 12,475,057
Income from assets acquired in liquidation of loans and

investments (net of $  expenses) 3,505,811
Other income 3,294,420

Total  19,275,288

Total revenue 55,663,502
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SBIC's-Statement of operations realized for 12 mo. ended SBIC fiscal year
1975 (based on 200 reporting SBIC's)-Continued

Investment income-Continued
Expenses:

Financial expenses:
Interest on long-term debt 25,793,847

Commitment fees 37,284

Other financial costs 287,295

Total financial expenses 26,118,426

Remuneration:
Officer salaries 5,509,702

Employee salaries 1,779,937

Employee benefits 604,927

Investment advisory and management services 1,966,115

Director's and stockholder's meetings 464,602

Total remuneration 10,325,283

Initiating and servicing costs:
Advertising and promotion 290,630

Appraisal and investigation 241,025.

Communication  446,121

Legal fees 1,665,122

Travel expense 915,572

Total initiating and servicing costs 3,558,470

Fixed facilities:
Cost of space occupied 1,005,701

Depreciation and amortization expense 203,454

Total fixed facilities 1,209,155

Other costs:
Audit and examination fees 1,199,739

Insurance expense 302,776

Taxes expense (excluding income taxes) 598,937

Provision for losses on receivables 1,915,107

Miscellaneous expenses 2,195,208

Total other costs 6,211,767

Total expenses 47,423,101

Net investment income before provision for income taxes 8,240,401

(a) Provision for income taxes 1,943,393

(b) Less deferred credit (charge) to future taxes (505,860)

Total  2,449,253

Net investment income 5,791,148

Realized gain (loss) on sale of securities:
Net sale price 27,854,928

Cost of securities sold 44,724,667

Net prior to income tax provision (16,869,739)

(a) Provision for income taxes 2,569,796

(b) Less deferred credit (charge) to future taxes (322,092)

Total  2,891,888

Realized gain (loss) on sale of securities (13,977,851)
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EXHIBIT XXIII

_MESBIC's—Statement of operations realized for 12 mo. ended SBIC fiscal
year 1975 (based on 29 reporting MESBIC's)

Inveatment income
Revenue:

From portfolio:
Interest on loans and debt securities 754,310
Dividend income 3,750

Total  758,060

From services provided:
Management services 81,314
Application and other fees 10,730

Total  92,044

From other sources:
Interest on invested idle funds  1,430,394
Income from assets acquired in liquidation of loans and

investment (net of $5 expenses) 4,007
Other income 5,210

Total   1,439,611

Total revenue  2,289,715

Expenses :
Financial expenses:

Interest on long-term debt 364,480
Commitment fees 0
Other financial costs 2,291

Total financial expenses 366,771

Remuneration:
Officers salaries 415,508
Employee salaries 240,769
Employee benefits 26,614
Investment advisory and management services 218.765
Director's and stockholder's meetings 6,591

Total remuneration 908,247

Initiating and servicing costs:
Advertising and promotion 2,990
Appraisal and investigation 7,979
Communication  38,590
Legal fees 82,200
Travel expense 68,810

Total initiating and servicing costs 200,569

Fixed facilities:
Cost of space occupied 58,708
Depreciation and amortization expense 14,174

Total fixed facilities  72, 882
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MESBIC's—Statement of operations realized for 12 mo. ended SBIC fiscal year
1975 (based on 29 reporting MESBIC's)—Continued

Investment income—Continued

Expenses—Continued

Other costs:
Audit and examination fees 63,038
Insurance expense 14,219

Taxes expense (excluding income taxes) 44,829
Provision for losses on receivables 120,528

Miscellaneous expenses 264,704

Total other costs 507,318

Total expenses 2, 055,787

Net investment income before provision for income taxes 233,928

(a) Provision for income taxes 
(b) Less deferred credit (charge) to future taxes 

65,404
0

Total  65,404

Net investment income 168,524

Realized gain (loss) on sale of securities:
Net sale price 994,034

Cost of securities sold 1, 783,316

Net prior to income tax provision 
(a) Provision for income taxes 
( b ) Less deferred credit (charge) to future taxes 

(789,
(193,

282)
113)
0

Total  (193,113)

Realized gain (loss) on sale of securities (596,169)

Upon further analysis of the expenses incurred by SBICs and
MESBICs the Subcommittee noted a wide divergence between the
two types of investment companies.

EXHIBIT XXIV

Expense analysis based on 200 reporting SBIC's—SBIC fiscal year 1975

Expenses:
Financial expenses:

Percent

Interest on long-term debt 54. 4

Commitment fees . 1

Other financial costs . 6

Total financial expenses 55. 1

Remuneration:
Officer salaries 11. 6

Employee salaries 3. 7

Employee benefits 1. 3

Investment advisory and management services 4. 1

Directors' and stockholders' meetings 1. 0

Total remuneration 21. 7

Initiating and serving costs:
Advertising and promotion .6

Advertising and investigation 
. 5

Communication  .9

Legal fees 
3. 5

Travel expense 
1.9

Total initiating and servicing costs 
7. 4
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MESBIC's—Statement of operations realized for 12 mo. ended SBIC fiscal wit.-
1975 (based on 29 reporting MESBIC's)—Continued

Investment income—Continued

Fixed facilities:
Cost of space occupied  2. 1
Depreciation and amortization expense  . 4,

Total fixed facilities  2. 5.

Other costs:
Audit and examination fees  2. 5,
Insurance expense  . 6
Taxes expense (excluding income taxes)  1. 3:
Provision for losses on receivables  4. 0
Miscellaneous expenses  4. 6,

Total other costs  13. 0

Total expenses  1100. 0
1 Detail may not add to totals due to rounding.

EXHIBIT XXV

Expense analysis based on 29 reporting MESBIC's—SBIC fiscal year 1975

Expenses:

Financial expenses: Percent.
Interest on long-term debt  17. 7
Commitment fees 
Other financial costs  . 1

Total financial expenses  17. 8.

Remuneration:
Officer salaries  20. 2
Employee salaries  11. 7
Employee benefits  1. 3.
Investment advisory and management services  10. 6
Director's and stockholder's. meetings  . 3

Total remuneration  44. 1

Initiating and servicing costs:
Advertising and promotion  . 1
Appraisals and investigation  . 4
Communication   1.9
Legal fees  4. 0
Travel expense  3. 3

Total initiating and servicing costs  9. 7

Fixed facilities:
Cost of space occupied  2. 8 -
Depreciation and amortization expense  . 7

Total fixed facilities  3. 5

Other costs:
Audit and examination fees  3. 1Insurance expense  .
Taxes expense (excluding income taxes)  2. 2 -Provision for losses on receivables  5. 8-Miscellaneous expenses  12. 9-

Total other costs  24. 7

Total expenses  1100. 0'1 Detail may not add to totals due to rounding.
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As is evident by comparing exhibits XXIV and XXV a major dis-
parity in expense between SBICs and MESBICs is the "cost" of their

-capital. As far as other expenses are concerned SBA 'has promulgated
several regulations which subject some of these expenditures to its

.scrutiny.
Remuneration for salaries and management services provided to the

SBICs and MESBICs do consume a substantial part of expenses for

'both groups of companies. The average SBIC and MESBIC, accord-
ing to testimony received by NASBIC, employs four persons. The
compensation paid to these persons is initially subject to approval by

SBA when it passes upon the request for license. Those SBICs and

-MESBICs which receive leverage from SBA cannot increase compen-

-sation to its employees without first securing SBA's prior written

consent, although this provision does not apply to employees receiving

annual compensation of $10,000 or less.14
An SBIC or MESBIC may also employ an investment adviser or

manager but it must submit to SBA "a copy of the contract for prior

written approval." (13 C.F.R. § 107.809.)
Most SBICs and MESBICs have an integral part of their opera-

tion devoted to providing management assistance to their financed

businesses. The motivation, of course, is to protect their investments.

Monthly or even weekly reports to SBICs and MESBICs from their

financed businesses are not uncommon. However, SBICs and

MESBICs are generally prohibited from assuming control over their

in-vestee companies. (13 C.F.R. § 107.901.)
An SBIC or MESBIC may charge a small business for services

provided. However, 13 C.F.R. § 107.601 (b) provides: "The Licensee

-shall maintain a record for examination by SBA of the time spent and

charges made for such services and such charges shall not exceed com-

parable charges by established professional non-Licensee consultants."

It should also be noted that the expenses reported by some SBICs

-or MESBICs may be understated. This is due to the fact that the

-operations of some SBICs and MESBICs may be subsidized by their

parent-sole stockholder. The motivation for such activity was not

established before the Subcommittee.
In a similar fashion the sources of revenue received by SBICs and

MESBICs also demonstrate a divergent pattern of operations.

EXHIBIT XXVI

REVENUE STATEMENT FOR 12 MONTHS ENDED SBIC FISCAL YEAR 1975 BASED ON 
200 REPORTING SBICS,

29 REPORTING MESBICS

SBIC MESBIC

Amount

Percent
total

revenue Amount

Percent
total

revenue

Portfolio:
Interest on loans and debt securities  $31, 943, 100 57. 4 $754, 310 32.9

r` Dividend income  2, 584, 349 4.6 3,750 .2

Services provided:
Management services 1, 204, 941 2.2 81, 314 3. 5

Application and other fees 655, 824 1.2 10, 730 .5

Other sources:
Interest on invested idle funds 12, 475, 057 22.4 1,430, 394 62.5

Income from assets acquired in liquidation of loans
and investments 3, 505, 811 6.3 4,007 . 2

Other income _ 3, 294, 420 5.9 5,210 .2

Total revenue 55, 663, 502 100.0 2, 289, 715 100. 0

14 See 13 C.F.R. § 107.203(b) (3) (iii) and 13 C.F.R. § 
107.205,(b).
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The information presented above with respect to the revenue andexpense structure for SBICs and MESBICs have raised several areas
of deep concern with the Subcommittee. In specific, the Subcommitteeinquired into: (1) The method whereby securities held by SBICs or
MESBICs are evaluated (2) the permissibility of SBICs or
MESBICs "passing-through" their assets to shareholders and (3) the.amounts and usage of idle funds, i.e., those funds not invested in smallbusinesses.
As stated previously an SBIC or MESBIC may receive, in return:for its financing notes, debentures, convertible bonds, warrants, options,or stock. If such securities are received in combination form it is clearthat an evaluation problem may well exist. That is, what part of theactual value of the financing is attributable to each security received?The situation is especially critical with small business concerns whosesecurities are not publicly traded and, thereby, not susceptible to aready determination of market value.
The SBA, we are told, does not evaluate the securities received bySBICs or MESBICs but does set guidelines for the evaluation. Penn-sylvania Growth Investment Corporation stated that SBA's activityin this regard is limited to "trying to discover how we evaluate it. Theydo not try to make their own estimation of what it is worth."
In many situations a warrant or option will carry its own negotiatedprice. In these types of situations each security received by the SBICor MESBIC will bear a separate agreed upon value. We are advisedthat such evaluations will survive allenges from the IRS or SBAif they are deemed to be reasonable.
The Subcommittee is deeply concerned about the apparent possibilityof SBICs and MESBICs to pass-through certain of their assets tostheir shareholders, who in turn sell the assets at an appreciated valuewhich is never reflected on the SBIC or MESBIC income statement.Such a situation could arise, for example, if an SBIC received both anote and a stock option in return for its financing a small business. Theoption may carry a nominal, albeit, reasonable price at the originaltime of purchase. If the option is passed through to a shareholder ofthe SBIC and later exercised when the stock of the company has ap-preciated the shareholder may realize substantial capital gains throughthe sale of stock obtained from the exercise of the option. This "gain"is not reflected on the "books" of the SBIC or MESBIC but is, in fact,a true return on investment realized by the individual shareholderwho has so benefited.
The evidence did not disclose the methods whereby a "pass-through"may be effected. However, SBA is certain that "pass-throughs"happen and further that they may occur without the transaction everbeing reported to the agency. Moreover, the Subcommittee was advisedby SBA that SBICs and MESBICs can, in certain limited situations,actually value some securities at zero on their books.
We were informed by some witnesses, however, that it is -unreason-able to suppose that an SBIC or MESBIC would pass through a greatdeal of its assets to its shareholders because, among other things, thecompanies do need capital with which to operate. NA SBIC testifiedthat SBICs and MESBICs cannot pass through securities on an in-definite basis "because each time you do that you lower the cost (i.e.'
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tax) basis that the shareholders have on their own SBIC stock, and
you cannot reduce that to zero."
SBA does have a regulation, 13 C.F.R. § 107.1005, which provides in

part relevant: "(a) Except with a written exemption from SBA in
special instances, a Licensee shall not dispose of assets (including
assets in liquidation) to any Associate (which includes shareholders).
As a prerequisite to such exemption, the Licensee must demonstrate
that the proposed terms of disposal are no less favorable to it than are
obtainable elsewhere." Further, Section 310(b) of the Act provides
that each SBIC and MESBIC is to be audited at least once a year.
But, despite all the regulations and their concomitant reporting re-
quirements as stated above, SBA informed the Subcommittee, "We do
not know, based on present reporting systems, the true economic rate
of return to SBIC shareholders."
The Subcommittee next explored the question of "idle funds," that

is, funds which are available for investment but which have not been
invested by the SBIC or MESBIC in small business.
The SBA estimates that, as of March 31, 1975, approximately half of

the MESBIC funds available for investment have not been so utilized.
Based upon data collected from 200 reporting SBICs, cash and invested
idle funds of regular SBICs account for about 27% of their total
asset value.15
Of course, there is less incentive for regular SBICs to invest idle

funds in other than small business investments or to maintain high
levels of uninvested cash if such money was obtained through SBA
leverage since that leverage presently "costs" about 8%. MESBIC,
on the other hand, which receive leverage from SBA incur a present
cost of only about 3% for such amounts.16 The incentives, therefore,
do vary between the two-types of investment companies.
Dr. Knight testified that there are "three reasons why maintaining

a high level of idle funds relative to invested assets is not only appro-

priate but may actually facilitate the goals of the MESBIC program."

The three reasons cited by Dr. Knight are as follows:

First, it is necessary to recognize that the more successful
MESBIC investee firms are likely to need subsequent infu-
sions of capital from investors. Unless a rapidly growing in-
vestee can obtain additional external funds to finance its
growth, that growth must necessarily be financed internally
and may therefore be limited. Moreover, it is not reasonable
to expect that the initial investment by a MESBIC in a new
firm will anticipate future growth and capital requirements,
and will be sufficient to meet them. Adequately forecasting
the capital requirements of a new venture is most difficult,
especially when the venture is very successful and experi-
ences rapid growth. In addition, conservative investment
practice dictates that capital availability for a new firm be
limited initially and expanded only as the investee demon-
states a high probability of success, real promise of growth
and genuine need for additional growth capital.
Second, it is useful to note that new investment proposals

are continuously presenting themselves to MESBICs, that

1-5 See footnote 9. supra, p. 24 for applicable time period.
le See Exhibit VII, supra, p. 14.
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the rate at which they present themselves is erratic and unpre-
dictable, and that those proposals, if sufficiently attractive
to be funded, usually require rapid action once the investment
decision is made. It is unrealistic to expect that an entrepre-
neur will have confidence in an• investor group which states
that although it desires to fund his venture, procurement of
funds must be made from another source before he can re-
ceive his money. In addition, it must be noted that often an
investment decision may be contingent upon coordinating a
number of investors into a syndicate, all of whose members
are to invest in the venture. The viability of such a syndi-
cate rests upon the ability of its members to furnish capital
simultaneously, not at different times. Failure of individual
members to furnish capital in a timely fashion can defeat
the purposes of a syndicate. It is obvious that the holding of
liquid funds by MESBICs is also dictated by their need to
react to attractive investment proposals at once rather than
having to wait for some time to procure the needed invest-
ment capital.
The third reason for holding liquid funds by a venture

capital group such as a MESBIC derives from the ability of
such a policy to lower the overall risk to the fund's stock-
holders—that is, the overall exposure to loss—but combining
less risky assets such as government securities with more
risky assets such as venture capital investments.

CEDCO, a Chicago based MESBIC, informed the Subcommitteethat, MESBICs were under "undue pressure to become fully invested"and further commented that this pressure was being applied, "not-
withstanding the fact that the failure of a few of the portfolio com-
panies drastically reduces the capital position of the MESBIC andleads to capital impairment. Adequate reserves must be maintained to
take advantage of sounder investment opportunities as they mate-
rialize and/or assist portfolio companies in the face of unforeseen fi-
nancial problems." However, CEDCO also stated that at the presenttime there is a "lack of sound investment opportunities." PennsylvaniaGrowth and Investment Company, an SBIC, also concurred andcommented that there is a "general slow down of valid applicants inour area." SBA reports that some MESBICs have, in fact, indicated"difficulty in locating viable investment opportunities."
Dr. Knight indicated that the level of idle funds is also a function of'time: "I would not feel uncomfortable with a MESBIC or SBIC . . .in the first year keeping as much as 80 percent idle. I would think fora stable organization, let's say, 10 years or so, that it probably is notunreasonable for them to keep as much as 30% in idle funds." Mr.Dorsey, Dr. Knight's associate, indicated that conservative investmentpolicies may bring this figure even higher.
Walter W. Durham, President of MESBIC Financial Corporationof Dallas, advised the Subcommittee, "By the time a MESBIC. hasbecome five or six years old, it should have a substantial amount of itsmoney out, and it should be showing some success. If it doesn't, theshareholders should change the management. But it should be theshareholders' decision first' :Hover. Mr. Durham did state thatMESBIC Financial Corporation of Dallas, which was formed in 1970,
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maintains a reserve of between 30% to 40% of its capital for ne
w

investment opportunities.
OMBE also agreed that idle funds are essential for venture capi

tal-

ists: "Between 30 and 50 percent of private capital in a venture cap
ital

company should remain liquid to take care of secondary fundin
g

and . . . new opportunities."
The investment of idle funds is restricted by Section 308(b) of the

Act. According to that provision SBICs and MESBICs "may invest

funds not reasonably needed for their current operations in dire
ct

obligations of, or obligations guaranteed as to principal and intere
st

by, the United States, or in insured savings accounts (up to the amoun
t

of the insurance) in any institution the accounts of which are insured

by the Federal Savings and Loan Insurance Corporation." Applicable

regulations allow idle funds to be invested in Time Certificates of De-

posit which mature within a year or less.17 Certificates of Deposit

(CDs) apparently are the predominate mode for investing t
he

MESBICs idle funds. CEDCO testified that between the middle
 of

1974 through 1975 it was receiving "9.5 or 10 percent" on its CDs but

that the interest rate has now dropped to its present level of 514%
.

SBA does have a regulation which deals with the "inactivity" of its

licensees. Title 13 C.F.R. § 107.1003 provides:

(a) The Act contemplates that a Licensee shall conduct

active operations to meet the needs of small concerns. Accord-

ingly, inactivity constitutes a violation of these regulations.

(b) A Licensee which on the close of any full fiscal year has
more than twenty-five percent of its assets in idle funds . . .

shall be presumed inactive if it has not, during the past
eighteen months, provided Financing aggregating at least

twenty-five percent of the average amount of its said idle

funds during the fiscal year within such eighteen-month

period. It shall promptly file written reasons for its inactivity.

The Subcommittee was advised that a high level of idle funds does

not necessarily indicate "inactivity." Idle funds are, we are told, a

function of (1) the cost of money; (2) other operating and overhea
d

expenses; (3) the time period during which the SBIC or MESBIC

has been in existence or has received leverage; (4) the amount o
f

financings outstanding and the perceived need for possible secondary

rounds of financing; (5) reserves for new investment opportunities;

and (6) the peculiar investment policy of each individual SBIC o
r

MESBIC. Dr. Knight cautioned that actions taken merely for the

purpose of prohibiting the retention of idle funds may prove injurious

to program objectives:

We therefore conclude that any measure to discourage

MESBICs from holding liquid funds will tend (1) to place

unreasonable return requirements on the funds managers of

individual MESBICs; and (2) to decrease the flow of private

funds into the MESBIC program by increasing the risk of

loss to equity holders of individual MESBICs.

The Business Environment
There are literally a myriad of economic factors which affect the

operations of SBICs and MESBICs, many of which are outside the

17 See 13 C.F.R. § 107.808.
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sphere of control exercised by the SBA. There is no doubt that pre-
vailing economic climates will dictate the disposition of certain in-
vestment decisions and we are acutely aware of the fact that during
the 18 year history of the SBIC program there have been at least four
clearly discernable major recessions. In addition, between 1958 and
1975, SBA advised the Subcommittee, our economy has witnessed
the following events:

GNP has more than tripled;
Government spending has more than tripled;
The value of the dollar has been cut in half;
There are 40 million more people in the United States;
The Federal Government has run a deficit in 16 of the 18

years for a cumulative amount of $183.1 billion;
Moody's Triple-A bond yield has moved from a 4% level

to 9%; and
Government outstanding debt has increased $293.7 billion.

There is no easy way to ascertain the total impact of these economic
changes but we must, of course, assume that SBICs and MESBICs
have been dramatically affected by their occurrence.
Many of the witnesses were critical of the nature and extent of

Governmental intrusion into the economy. The most critical of these
witnesses, Schooner Capital Corporation, presented the Subcommittee
with numerous suggestions ranging from reforming antitrust and
bankruptcy laws to mandating that 50% of all Government funded
programs be "set-asides" for small business. Vincrit Ryan, President
of Schooner Capital, cautioned the Subcommittee: "We see today an
economic environment that is destroying the middle class (small
business), encourages the poor to retain its status quo and concentrates
the wealth and accompanying power in fewer and fewer hands."
Gulf South Venture expressed similar concern:

Today, however, the trend is moving away from free
enterprise to a more state regulated economic system and to
large concentrations of economic power. With this change
in direction, increased restrictions are being placed on the
entrepreneur's mobility by government and big business. In
addition, financial incentives which stimulate economic
growth are rapidly diminishing through high rates of fed-
eral, state and local taxation. If this trend continues, we
will be facing a serious situation in which the free entre-
preneurial spirit will be substantially destroyed. This will
have an adverse effect on the nation's standard of living
and, more importantly, it will take away the core that makes
America what it is.

The most common criticism voiced by the witnesses concerned taxa-
tion. The witnesses called for tax reform which would, among other
things, elirningte the double tier of taxation now levied upon the
corporate SBIC and, subsequently, on its shareholders when certain
types of earned assets are distributed. The witnesses called for a sys-
tem which would allow capital gains and ordinary loss to pass through
to the shareholders of SBICs and MESBICs.18

18 pursuant to Public Law 94-305, June I, 1976, SBICs may be formed as limited partner-ships. Future SBICs so organized may, indeed, avail themselves of these tax benefits.
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Another common criticism was "over-regulation." SBA. did admit
that regulations have not kept pace with economic realities:

The overall changes in venture capital financing to small
business over the last 15 years have been dramatic. As indi-
cated previously, the legislative changes to the statute have
been numerous, but have not necessarily taken into account
the overall methods of operations necessary to operate an
SBIC profitably. Thus, it is believed that a certain amount of
regulatory "anachronism" has occurred in that the statute
and the regulations promulgated thereunder have not kept
pace with the actual changes in the venture capital opera-
tional field.

Many of the witnesses complained about SEC regulations and,
in effect, informed the Subcommittee that such regulations were
preventing the obtainment of certain program goals. Suggestions
were received which ranged from a liberalization of SEC Rule 144
to a complete removal of all SEC control over SBICs and MESBICs.
In addition, FNCB Capital Corporation and NASBIC complained

of SBA's small business size standards with respect to eligible in-
vestee firms. FNCB labeled the standards "arbitrary" and iASBIC
testified, "We feel that the SBA general size standards are aimed
at the very small firms and often prohibit us from assisting those
firms which would have a major impact on competition and increased
employment." SBA explained the problem this way:

Recent trends have indicated that SBICs are tending to
finance larger deals. In this area, the question of what is a
small business or medium size business has become fuzzy.
High technology businesses or manufacturing or service
businesses that are capital intensive are having difficulty in
qualifying for financing under current SBA size standards
requirements. There are firms that employ hundreds of peo-
ple, yet cannot obtain equity financing through the normal
equity market channels. These firms are small within their
own industry, but because of the complexity and peculiarities
of SBA size requirements may not be able to receive financ-
ing from SBICs. In addition, if there are small firms that
may be affiliated directly or indirectly with larger businesses,
they may automatically be placed in a large business cate-
gory, makingthem ineligible for financing from the SBIC.
A question of size thus becomes an important problem in
the overall solution to an SBIC's profitability difficulties.
More important, however, it becomes a problem for the
Nation if those businesses on the higher end of the small
business spectrum do not get financed when those businesses

are the innovative and creative elements of the business
world.

FNCB Capital Corporation noted another SBA regulation which

it believes adversely affects the liouidity of small business securities.

Russell Carson, President of FNCB, explained:

The SBIC Regulations prohibit SBICs from purchasing

securities from a seller other than the issuer unless such
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purchase is a reasonably necessary part of the overall sound
financing of the company. Effectively, this prohibits SBICs
from purchasing secondary shares in the public market or
from a third party, transactions which are commonly engaged
in by non-SBIC venture capital firms. Allowing SBICs
some latitude in this area would benefit the national interest
by providing greater liquidity to all individuals and institu-
tions who purchase small company securities. Part of the
reason it is so difficult for smaller companies to obtain public
capital is the fear of potential purchasers that they will get
"locked in" to a small company with a small market float and
limited trading. SBICs could help create a more efficient
market mechanism for smaller company securities. Addi-
tional flexibility in the Regulations would also serve to make
the SBIC program more attractive to new participants. I
would recommend that the Regulations be amended to allow
SBICs to utilize up to 20% of their assets in the purchase of
small company securities from non-issuers without restriction.

Some witnesses also expressed general complaints about the 'Gov-
ernment actually being in competition with private business concerns.
In fact, one witness, Schooner Capital, testified, "Our company has
two investments in the State of New York where the United States
Government is the largest factor in the industry." In the money
market the influence of the Government becomes most apparent. Gulf
South Venture commented, "Although private business has histori-
cally provided 80% of American jobs, the Government has been bor-
rowing about 80% of the credit available and has been taking 50% of
the equity capital available."
In recognition of the tremendous demand for venture capital and

the myriad of complex issues which affect its availability, SBA has
recently formulated a "Task Force of Equity and Venture Capital."
We were informed that this Task Force would consist of "investment
bankers, venture capitalists, small business persons and others who
will analyze venture capital from a knowledgeable private sector, mar-
ket oriented perspective."
Minority Business Environment
There is little doubt that minority and majority owned businesses

cannot be considered a homogeneous group. There are unique factors
affecting minority businesses which must be considered and addressed
in a specialized manner. SBA concedes that minority owned businesses
do face special problems in obtaining venture capital. According to
the agency some of those problems are:

Since the minority businessman lacks the business longevity
of his majority counterpart, outside of mom-pop operations,
he does not have the broad capital base, accumulated assets,
experience, goodwill, etc., to attract additional investors or
financial institutional aid.
The minority businessman does not produce enough profits

to attract and pay highly qualified workers.
The minority businessman.does not have the backing of the

minority community.
There still remains a bias in the financial community toward

the minority entrepreneur.
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Dr. Knight has conducted several analyses of the MESBIC pro-

gram as a vehicle for achieving the economic development of minority

business enterprise. He informed the Subcommittee that the Federal

effort to assist minority enterprise has been inadequate: "The Federal

Government's unfocused program to assist minority enterprise h
as

led minorities to enter industries which they tended to enter without

Federal assistance." Therefore, Federal efforts have not ameliorated

present factors which tend to relegate minority enterprises to s
mall

retail and service businesses. We are advised that larger mino
rity

firms not only provide more jobs for minority persons and incre
ased

employee benefits but that such firms also "offer a lower probabili
ty

of failure." Dr. Knight referred to a study which tended to confi
rm

this proposition:' "In a study of 550 Black firms which 'had rece
ived

loans from banks or the SBA, it has been found that firm siz•
 meas-

ured by ' the logarithm' of total assets, • was inversely related to
 the

probability of default." .

Dr. Knight added that, "It is imperative that efforts to Minor-

ity enterprise be focused on the development of larger rather th
an

'mom and pop' firms.'? The. average MESBIC investment per sm
all

business is estimated to be only $21,500,--an amount which is in
suf-

ficient to meet the. capital demands of the larger growth orie
nted

minority businesses. Dr. Knight explained : .
Recent proposals regarding minority enterprise entry into

growth industries, especially technology -intensive ones, would

permit the most economic benefits to minority enterprise.' Thus

it is useful to examine the ability of the MESBIC industry to

fund such ventures.
A study by Dorsey of 367 such investments reveals that

those resulting in very successful growth yentures average
d

$851,000 each,, while those which produced failures average
d

$407,000 each. Because of statutory limitations on maximu
m

investment size as a function of private capital invested, the
re

are no MESBIC's which can make investments over $40
7,000

or more, much less the larger investments which are neede
d to

finance the most successful ventures.

Dr. Knight also advised the Subcommittee of the crit
ical demand

for equity capital by minority businesses:

There has been several efforts to increase the availabilit
y of

debt capital for minority enterprise. However, debt 
capital

must be paired with an adequate equity "cushion" to mi
nimize

financial risk which can occur from an inordinately high
 debt-

to-equity ratio.

However, we were informed that minority business 
is extremely

limited in its search for critically needed equity:

Equity capital for minority enterprise must nec
essarily

come from sources external to the minority co
mmunity. An

examination of the financial characteristics of the Bla
ck Com-

munity reveals the inability of that community t
o provide

equity capital: In 1969 Blacks constituted 11% of
 the total

population, yet received only about .6% of aggreg
ate income;

owned only about 2.5% of accumulated equity in 
homes, busi-
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nesses, and farms while their share of financial assets was
approximately 0.7% of the total.
The most important function of the MESBIC program thus

becomes evident : to provide equity capital to be used with debt
capital which has recently become available for minority
enterprise development.

Dr. Knight, however, asserts that the overall size of the program istoo small to make equity capital available to the minority communityin sufficient amounts. The SBA agrees with this conclusion:
In our estimation the MESBIC program at its present size

level cannot satisfy the minority business need for venture
capital. A whole spectrum of institutional changes are neces-
sary including tax incentives and regulatory chancres in all
areas affecting small business. SBA's present Task Force in
Equity and Venture Capital is intended to specifically address
these problems and suggest solutions.

Dr. Knight recommended, among other things, that the equity baseof minority owned banks be increased, that the individual as well asthe entire MESBIC program should also be expanded and that incen-tives be devised for MESBICs to invest more of their funds as equitycapital. The witness, however, added a caveat to his recommendations:
These recommendations are not directed toward specifying

amounts of capital needed for minority business development.It is obvious that current availability of capital is totally
inadequate. However, political constraints suggest that it is
unlikely that a suitable level of capital will be made available
in the near future. Thus it is more realistic to recommend that
capital availability be expanded significantly and to expectthat political realities will halt or reduce such expansion well
before any recommended levels of availability are reached.
Political constraints arise from those public and private insti-
tutions which compete with proponents of the MESBIG pro-gram for the finite supply of total available capital.

Of course, the vitality of the minority business community is basedupon a myriad of factors and the availability of capital is only onesuch ingredient. We were told by Space Ventures, Inc. and others thatthe MESBIC program is not a panacea for all economic and social illsbesetting the minority business community.
It should also be noted at this point that the MESBIC program isactively promoted by the Office of Minority Business Enterprise(OMBE). This office contacts major corporations and others in anattempt to interest such parties in the program. OMBE will helpprepare license application forms and participate in meetings betweenthe interested party and SBA. In addition, OMBE funds certainactivities designed to provide management assistance to MESBICoperators as well as to investee companies. The office does, in addition,facilitate the referral of potential investee firms to MESBICs. Testi-mony received from MESBICs which have utilized OMBE's serviceswas laudatory.
Both SBA and OMBE advised the Subcommittee the level of theirmutual cooperation was most satisfactory.
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Government Costs and Benefits
As an integral part of its review the Subcommittee undertook an

attempt to measure both the cots and benefits of the SBIC and
MESBIC programs.
We were told that between 1958 and 1967 the SBA had not "charged

off" any losses due to the SBIC program. Commencing with 1967 and
continuing through May 31, 1976, there has been a total of $22 million
in actual losses sustained by the agency. To date, SBA has not "written
off" any loss attributable to the MESBIC program.

EXHIBIT XXVII

SBIC PROGRAM—CHARGEOFFS BY FISCAL YEAR, BY TYPE OF RECEIVABLE

Debentures Loans Judgments
Other I

receivables MESBICS
Preferred

stock Total

1967 $10, 201. 68  0 0 $10, 201. 68

1968  $49, 619. 29 0 0 49, 619. 29

1969 769, 174.66 $28, 820. 01 2, 500, 549. 54 3, 298, 544. 21

1970 2,014. 95  3, 697, 436. 41 $100, 729.63 0 0 3, 800, 181. 19

1971 300, 000.00 345, 910.75 3, 949, 517. 19 0 0 4,595,427.94

1972 241,433.85 285.56 0 0 241, 719. 41

1973 150, 470. 41 239.81 2, 092, 647. 92 284.89 o 0 2, 243, 643. 03

1974  255, 922. 05  4, 219, 537. 64 13.84 0 0 4,475,473.53

1975 197,677.72 280,097.84 1,605,486.90 89,951.98 0 ,0 2, 173, 214.44

19760lay 31,
1976) 706.45 952, 210.91 207, 321. 19 0 0 1, 160, 238. 55

Total 1, 685, 461. 47 655, 774. 86 19, 308, 439. 65 398, 587.29 0 0 22, 048, 263. 27

I These are chargeoffs of amounts due from guarantors or others with whom arrangements had been made for payment

relating to SBIC loans or debentures.

In addition to the $22 million actually written off, SBA has estab-
lished a reserve for expected future losses of approximately $26 mil-
lion. The SBIC and MESBIC portfolio is evaluated yearly by SBA
in order to determine what losses can be anticipated, given the present
level of financing, and the economic stability of the individual SBICs
and MESBICs. Over the life of the program, actual losses and reserves
for losses on SBA debt have been about 7% of the SBA funds dis-
bursed.
In addition to losses sustained because of SBA's purchase or guar-

antee of SBIC securities, the agency has also incurred certain adminis-
trative expenses directly attributable to the program. SBA testified

that, "During the past five years the Investment Division has operated

with between 35 and 41 positions at an administrative cost of about

$900,000 per year, excluding support functions, legal, examiners, in-

vestigators etc."
The SBA. does receive income from both the SBIC and MESBIC

program operations.19 Most income is received through interest earned

on SBIC and MESBIC loans and debentures. The agency also col-

lects various fees, including those for licensing and examination. In

rarer instances SBA also realizes certain "profits" from the sale of

assets acquired subsequent to liquidation of an SBIC or a MESBIC.

In total, the income received by SBA since the inception of the pro-

gram is represented in the following Exhibit:

19 SBA's accounting procedure does not differentiate i
ncome received between SBICs

and MESBICs.
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EXHIBIT XXVIII

SBICs and MESBICs income earned by SBA by fiscal year

Year:
Income
received Tear:

Income
received

1959 $1,376.16 1970 12,171,024.43
1960  131,198.21 1971 15,112,611. 26
1961  725,440.85 1972 15,340,.042.46
1962  2, 329,668.98 1973 14,971,176. 65
1963  5, 142,962.00 1974 13,688,969. 47
1964  7, 919,300.22 • 1975 • 1.4,948,384. 46
1965  10, 471,115.66 • 1976 15,142,217. 59
1966  11,476,197.03

Total  $169,663,158. 961967  8, 665,347.37
1968  9, 737,247.86
1969  11, 688,878.30

Apart from the income derived by SBA we are told there are many
other benefits received by the Goiierninent as a result of the program.
SBA estimates that 25 jobs are created per small busness financed by

a regular SBIC and 16 jobs are created per small business financed. by
a IVIESBIC. It is estimated, ,NASBIC informed the Subcommittee,
that 720 new financings between March 1971 and February 1975, haire
added nearly 13,000 people to the employment rolls. Gulf South Ven-
ture estimates that it creates a job with every $5,000 of investment.
. Aside from jobs created, the Subcommittee was informed, the Gov-

ernment has recevied substantial tax benefits. FNCB Capital Corpora-
tion commented:

The Federal Government is-a direct beneficiary of the SBIC
program in that it collects income taxes from the successful
investee companies, payroll taxes from the persons holding
new jobs which are created by the companies. and income and
capital gains taxes from the SBICs and other shareholders
in suCcessful ventures.

NASBIC also advised the Subcommittee that businesses financed
by SBICs and MESBICs have served to better our economy through
increased competition and lower prices for consumers.
Dr. Komives indicated that the "SBIC industry has (in addition)

spawned a private sector spinoff" thereby increasing both the availa-
bility of venture capital and competition /within the venture capital
industry.
SBA has made an analysis of the SBIC and MESBIC program

covering the 15 year period between 1960 through 1974. On the basis of
this study the agency concluded:

The benefit cost ratio for the SBIC program is quite high..
$34 of present value is added to the economy for each cost dol-
lar the Government spends on the SBIC program

When Chairman Addabbo asked the agency whether the SBIC
and MESBIC programs are achieving their intended statutory pur-
pose SBA replied, "Yes, but only within the relatively small scale of
their operations within the context of the Nation's total economy."
Despite the ascertainable benefits derived, there was no indication by
any witness that the program had reached its full potential.
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CHAPTER III. CONCLUSIONS

The SUBCOMMITTEE CONCLUDES that the statutory purpose
of Title III of the Small Business Investment Act of 1958 was to pro-
vide a source of equity and long term debt capital to small business. The
Congress further decided it would be best to achieve this purpose
through the maximum utilization, or leveraging, of private capital
and management resources.
The statute demonstrates a clear preference for equity financing as

opposed to debt and, in fact, considers this latter type of financing of
subordinate importance to be used in limited circumstances. Further,
the Act does seem to equate "equity" with venture capital.
WE CONCLUDE, however, that venture capital is a function of

risk and not the nomenclature affixed to a security. While it is generally
true that equity is a higher risk investment than debt, this is not a
universal tenet. The Subcommittee cannot offer precise definitional
boundaries which characterize a certain level of risk as falling within
the category of venture capital. But we can conclude that venture cap-
ital is high risk capital normally not made available by banks or sim-
ilar institutions, which, in addition, is not obtainable through tradi-
tional public underwritings, and which the investor provides, full well
realizing that his or her, investment is, at best, a calculated chance.
Therefore, the true venture capitalist does expect loss (unlike a bank-
er) but, in addition expects to reap substantial gains from a few in-
vestments to cover such losses and realize profit. Typically, the venture
capitalist takes an equity position, hoping that the company will grow
and eventually become publicly traded. Return on investment, there-
fore, is anticipated to take the form of capital gains.
For reasons which will be stated below the SBIC and MESBIC is

not totally suited for such investment policies. It is a hybrid in the
financial world subject both to the dictates of economic reality and
government regulation not attended to by its private sector counter-
parts.
WE CONCLUDE that there is a dramatic present and future need

for venture capital although the precise dollar amount of such need.
cannot be clearly defined with any certainty. The evidence also estab-
lished that for many small businesses SBICs are the only available
source for equity capital and this situation is most true for those small
businesses owned by minority individuals. The Subcommittee believes,
however, that this need has only been slightly impacted by SBICs
and even less so by MESBICs. Therefore, WE CONCLUDE that the
Congressional objectives recited in the statute have not been fully
realized.
The SUBCOMMITTEE CONCLUDES in addition that many of

the SBA's rules and regulations pertaining to the program are inade-
quate. For example, the regulatory definition of venture capital in-
cludes subordinate debt but the statute mandates that all debt must
have a reasonable assurance of repayment—an evident contradiction.
Further, the regulations define equity securities to include debt with
some future equity right or debt which may be subsequently converted
into equity. This definition is unique to SBA ; the private business
sector does not abide by such a definition and the Subcommittee is at
a loss to determine why the agency does so.
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Perhaps the most severe deficiencies in SBA's regulations affect
MESBICs. MESBICs can sell 3% cumulative preferred stock to SBA
as part of its leverage. The statute and the regulations state that if a
MESBIC, so leveraged, makes a distribution to its shareholders SBA
"may require" payment of the difference between the dividends it has
received on the preferred stock to date, and cumulative dividends pay-
able at a rate equal to the interest rate comparable to outstanding
marketable obligations of the United States, which bear a 15 year term,
at the original time of financing. The specific circumstances when SBA
"may require" such differential payments is not defined. MESBICs
with preferred stock leverage, therefore operate with considerable un-
certainty which thereby discourages potential MESBIC investors.
Similarly, the statute authorizes SBA to purchase MESBIC deben-

tures which for the first five years of their term bear an interest
rate which is the greater of either 3%, or 3% below the commonly
affixed interest rate determined by the Secretary of the Treasury, by
taking into account the interest rates of United States obligations of
comparable. maturities. SBA interprets this provision to be a deferral
of the 3% differential while the MESBIC industry believes it was
intended to be a nonrecoverable subsidy. WE CONCLUDE that the
statute is defective in this regard and should be amended to clearly
characterize the nature of this differential. However, SBA's present
interpretation is well within its legal bounds although we believe it
should be carefully reviewed, taking into account its effect upon
MESBIC profitability and incentive to potential MESBIC investors.
The Subcommittee is greatly concerned with the apparent lack of

equity investments made by SBICs and MESBICs. Reasons cited for
such inactivity included : (1) The cost of money, (2) the illiquidity
of small business stock; and (3) tax provisions which allow loss on
debt o he written off as ordinary loss.
WE CONCLUDE that the ability of an SBIC or MESBIC to make

equity investments is, in part, dependent upon its cash flow require-
ments needed to service its own debt. But, we also note that the size of
an SBIC or MESBIC is positively correlated with its propensity to
provide equity financings. Further, the evidence was clear that there is
a positive relationship between SBIC size and the number and size of
its individual financings as well as the SBIC's overall potential for
success. SBA has set an administrative minimum of $500,000 as private
paid-in capital for regular SBICs. MESBICs, however, may still be
liecnsixl if the statutory minimum of $150.000 of private paid-in
capital is committed. WE CONCLUDE that the statutory minimum is
totally inadequate to provide any reasonable prospect of success for
the individual SBIC or MESBIC and that such minimum amounts
will not Produce the statutorily desired financing to small businesses.
WE FURTHER CONCLUDE that the illiquidity of small business

stock may, in certain circumstances, inhibit SBIC and MESBIC equity
investments. We do not have data which indicate how pervasive this
situation is. SEC Rule 144 was often cited as a regulatory barrier in-
hibiting. equity investment by SBICs and MESBICs. The purpose of
the SFC is to protect the investing public and the intent of the SBIC/
MESBIC program is to assist small business. We do not view these
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goals as incongruous and believe it is incumbent upon both the SBA
and SEC to reconcile the execution of their respective functions.
The Subcommittee was greatly dismayed to discover that some

SBICs and MESBICs may be engaging in activity inimical to small
business in an attempt to overcome the illiquidity problem associated
with small business stock. Such activity can include SBICs and
MESBICs receiving stock from an investee business accompanied by
a "repurchase agreement" mandating that the stock be repurchased
by the firm in the future—at a price and at a time determined in
accordance with the agreement. When exercised, the repurchase may
severely impair the operating capital of the small business or the
small business may be forced to secure debt in order to purchase back
its stock. Alternatively, the SBIC or MESBIC may sell the stock to
a large business concern which can then integrate the small concern
into its operations. WE CONCLUDE that both types of situations are
completely contrary to the letter and spirit of the Small Business In-
vestment Act and we urge SBA to closely monitor any situation where
a repurchase agreement is executed or where a sale of small business
stock to a large concern will give that concern control over the small
business.
Many witnesses complained that present tax laws do not favor the

corporate venture capitalist. The Subcommittee was urged by the
SBIC and MESBIC industry to promote tax legislation which would
make equity investments more attractive. In effect, the industry desires
that all gain from equity transactions be treated as capital gains, all
loss treated as ordinary loss and that SBICs and MESBICs be allowed
to "pass-through" such loss and gain directly to its shareholders. While
it is, of course, true that such a. shift in present tax laws would prove
beneficial to SBICs and MESBICs

' 
we are not prepared to endorse

any such recommendation without a detailed showing of necessity and
an analysis of the Government cost involved. We were not presented
with such justification. We do note, however, that some of these tax
benefits may be derived by SBICs which form as limited partnerships
pursuant to P.L. 94-305 (June 4,1976) .
The Subcommittee is cognizant of the problems that SBICs and

MESBICs face in making equity investments. But, we do note that
some SBICs and MESBICs are established for the sole intended pur-
pose of making relatively small loans at the maximum allowable
interest rate. This is clearly not the intent of the statute and we believe
SBA should not issue a license to any individual or organization which
demonstrates such an insular motive.
WE CONCLUDE that MESBICs do not generally finance minority

owned businesses with the highest growth potential but instead tend
to finance small retail or service businesses. The program, therefore,
has not proved effective in removing the minority business person
from the traditional types of businesses to which he or she has been
relegated. The potential for financing larger operations is dependent
upon the MESBICs' size and since most MESBICs have been per-
mitted to operate at a low level of capitalization, the present situation
is not only understandable but is to be expected.
'We also believe that minority owned businesses suffer from a severe

lack of equity capital and the primary focus of the MESBICs should
be to alleviate this problem. However, WE CONCLUDE that even



58

if the capitalization of all MESBICs were fully invested in equity fi-
nancings, the impact on the total demand would still be relatively
slight. It is apparent that the size of the program must be increased
as well as the size of the individual MESBIC.
We note with concern that some MESBICs have been formed by

large corporations for merely social reasons. We strongly believe that
SBA.should not license any MESBIC which demonstrates this motive
as its sole purpose, Those MESBICs operating only with a social in-
centive may well lack sound business judgment and, from the incep-
tion, view its financings as mere "write-offs." Such an attitude is in-
jurious to the investee company which in many cases- may be under-
financed, and/or left on its own to flounder, and thus fulfill the
MESI3IC's expectation of loss. We cannot rightly expect that true
economic development can be based upon other than true economic
motivations. Social consciousness, in this context, often leads to pa-
ternalistic endeavors which impose and cement different business sys-
tems for persons of different ethnic backgrounds. We view the potential
of the minority business community as a virtually untapped natural
resource and therefore we seek not the satisfaction of percieved social
obligations but the true development of all our natural resources for
the benefit of all our people regardless of ethnicity.
When the Subcommittee undertook the present investigation it at-

tempted to determine, among other things, the full economic benefits
which accrue to the SBIC and MESBIC shareholder. Our motivation
was to assess the true profitability of the industry. WE CONCLUDE,
however, that there is not available any reliable data whereby we can
measure the gains realized by such shareholders.
We are informed of extremely complex financing arrangements, the

"passing-through" of small business securities to SBIC and MESBIC
shareholders, SBICs and MESBICs subsidized by parent concerns
and other similar action which may escape SBA's scrutiny. It is ap-
parent that the Government has created a billion dollar industry which
has outdistanced the ability of SBA to monitor fully. The innovation
in the financial sphere rivals that of any industry and we concede that
such innovation can easily outpace bureaucratic resources, which by
nature tend to be static.
There has been much controversy about the MESBIC program con-

cerning the question of idle funds. WE CONCLUDE, however, that
idle funds are a function of several different factors including the
MESBIC's expenses and concomitant cash flow requirements; the time
during which it has been in existence; reserves for secondary rounds
of financing; reserves for new financings: and individual investment
policies. We believe it imperative that SBICs and MESBICs retain
liquid funds in reasonable amounts to service legitimate needs. We are
not prepared to specify percentages since an adequate level of idle
funds will, by necessity, vary with each individual SBIC and MES-
BIC. The relevant inquiry is whether an SBIC or MESBIC is acting
in good faith to fulfill statutory purposes. A high lei-01 of idle funds
is an indication of inactivity but is not conclusive. However, we do
believe that since approximately 50% of total MESBIC funds are not
invested, there is sufficient reason to assume that at least some MES-
BICs are not in pursuit of legitimate statutory purposes. It is difficult
to believe, as someMESBICs claim, that the economy is not producing
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sufficient investment opportunities which are suitable• for their
financings.
WE CONCLUDE that the SBA has received a dramatic return on

the funds it has committed to the SBIC and MESBIC program. There
is no doubt that the program has been highly cost effective for the
agency.
In addition, the operations of the program have yielded tax benefits

to the Government and increased participation of small business in
the economy. Further, the program has spun-off" a private venture
capital sector with its resulting economic benefits. The SUBCOMMIT-
TEE FURTHER CONCLUDES that the SBICs and MESBICs
have been responsible for creating substantial employment oppor-
tunities.
We note with serious concern, however, that SBICs and MESBICs

do not, generally, finance small, high-technology start-up businesses
because of the risk involved and the inability of such concerns to serv-
ice debt. Such businesses have a critical demand for equity capital
which, in today's economy, goes virtually unsatisfied. The evidence

established, however, that such concerns have a potential for creating
jobs which is unparalleled by other types of business endeavors.
Further, failure of the economy to finance the small high-technological
start-up will relegate the discovery and production of new technologi-
cal products to large businesses, further increasing their economic

dominance.
We are 'aware of the fact that the SBIC and MESBIC programs

cannot be studied in isolation of the environment in which they must

function. Small business today is becoming an endangered economic

entity. It is with increasing rapidity that the resources of production

gravitate toward dominant businesses and interests. As wealth ac-

cumulates, momentum builds and the small business becomes la victim

inescapably caught in this economic vortex.
The Government is responsible for checking this situation and is

bound by statute to protect and foster smalCbusiness. Yet, we find

situations where the Government itself operates in contravention to

its own established mandate.
The present economy militates against the potential for small busi-

ness success. Our goal is to investigate and initiate remedies for those

destructive factors whether they lie in Government or are external

to it. It is our hope that the SBIC and MESBIC program may be

fully developed as an effective tool in this struggle.

CHAPTER IV. RECOMMENDATIONS

On the basis of all evidence received, further investigation by the

Subcommittee, and the review of all available data, the Subcommittee

recommends:
A. That the Small Business Administration:

(1) Expand and make more timely its data base of informa-

tion concerning the operations of SBICs and MESBICs. The in
-

formational system should be improved so that SBA can readily

measure, in so far ,as is practicable, the extent and effect of secu-

rity "pass-through" situations, "mandatory buy-back" provisions
,

management services provided to investee firms, and the terms
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of all financing arrangements. Further SBA should devise a data,
gathering system which would indicate the level of activity pur-
sued by an SBIC or MESBIC in seeking new investment
opportunities.
(2) Conduct an extensive review of its rules and regulations

with primary emphasis on its definitions of "equity" and venture
capital financing." In addition, the rules should be amended to
clearly reflect in what situations SBA will require the payment
•of any differential amounts by leveraged MESBICs making dis-
tributions to its shareholders. Moreover, size standards should be
reviewed as well as eligibility criteria of potential MESBIC in-
vestee firms to reflect consideration of those persons who are dis-
advantaged because of sex discrimination.
(3) Not license any MESBIC which has for its sole intended

purpose the satisfaction of its perceived social obligations.
(4) Give serious consideration to administrative change which

would preclude the licensing of any SBIC or MESBIC that does
not have a combined private paid-in capital and paid-in surplus
of at least $1,000,000.
(5) Assure, as far as possible, that a function of each SBIC

and MESBIC is to provide equity capital to small business, as
is required by Section 304(a) of the Act.
(6) Engage in all appropriate effort to assure that the recip-

ients of MESBIC assistance are economically or socially
disadvantaged.
(7) Conduct a study of the MESBIC program for the purpose

of establishing specific program objectives. Such a study should
include an assessment of venture capital needs by minority busi-
ness, and proposed means for providing larger equity injections
in those minority businesses which have the highest growth po-
tential. The MESBIC program should be evaluated in terms of
how it can best service these needs and what, in addition, is re-
quired to strengthen its impact. This study is to be accompanied
by such recommendations for legislative and/or regulatory change
as may be deemed appropriate.
(8) Conduct a study of the peculiar problems encountered by

"start-ups" in obtaining venture capital 'with specific emphasis
on the 'high-technology" oriented small concern. This study is
to be accompanied by such recommendations for legislative and/
or regulatory change as may be deemed appropriate.
(9) Conduct a study, in cooperation with the IRS and SEC,

on the various aspects of tax and securities laws or regulations
which may unreasonably hamper SBICs or MESBICs from
achieving the purposes of the Small Business Investment Act
of 1958. This study is to be accompanied by such recommendations
for legislative and/or regulatory change as may be deemed ap-
propriate.
(10) Forward to this Committee its response to the above

recommendations by February 1, 1977.
B. That the Office of Minority Business Enterprise and the Small

Business Administration:
Continue all appropriate efforts to coordinate their respective

activities with respect to the MESBIC program. In addition,
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SBA should encourage MESBICs to utilize OMBE's services and
OMBE should exert every effort to attract the initiation of new
profit-oriented MESBICs.

C. That appropriate Committees of the Congress consider legisla-
tion that would—

(1) Raise the private paid-in capital and paid-in surplus re-
quirements of both SBICs and MESBICs to $1,000,000.
(2) Allow SBA, at its discretion, to conduct audits of small

businesses financed by SBICs and MESBICs.
(3) Redefine the terms "venture capital" and "equity capital"

as commonly employed by the financial community.
(4) Provide that debentures purchased by the SBA pursuant

to Section 317 of the Act are to bear a pure and permanent interest
rate subsidy for the first five years of their term.
(5) Clearly specify when SBA must be paid any differential

costs by a leveraged MESBIC which makes a distribution to its
shareholders. It is suggested that future legislation permit lever-
aged MESBICs to make limited distributions to its shareholders
provided that such distributions are paid from retained earnings
and will not impede the MESBIC's ability to comply with all
other statutory provisions.
(6) Provide more personnel for the SBA to be assigned ex-

clusively to its Investment Division.
(7) Amend Section 301(d) of the Act to disallow the orga-

nization of MESBIC's as nonprofit corporations and to allow
MESBICs to form as limited partnerships.

D. That the President and the Congress give due recognition to
the fact that SBA programs have a high potential for creating jobs
at a relatively slight cost to the Government. Initiative for creating
new employment opportunities should involve consideration of SBA
programs, such as SBICs and MESBICs, which generate jobs through
the use of funds loaned by the SBA or obtained through its guarantee.
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